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EDITORIAL 


In the issue of March, 1930, THE Jour- 

pe en NAL OF ACCOUNTANCY discussed at 

some length a decision then recently 

handed down by Justice Holmes of the supreme court of the 
United States in the case of the Haberle Crystal Springs 
Brewing Company. This was an income-tax case, and the 
court decided that the taxpayer was not entitled in computing 
its taxable net income in the years 1918 and 1919 to a deduc- 
tion for obsolescence of its goodwill resulting from the adoption 
of the eighteenth amendment. In this case the amount of 
the deduction was not at issue. The amount had been legally 
established, if any deduction whatever was to be allowed. The 
government contended that the revenue act of 1918 intended to 
allow for the exhaustion, wear and tear and obsolescence of prop- 
erty of such a nature that it was decreased, consumed or disposed 
of by use in the trade or business, and that goodwill is not such 
property. The court in its decision did not refer to the govern- 
ment’s contention but decided against the taxpayer on the 
ground that the words “exhaustion” and ‘‘ebsolescence”’ did 
not apply when a business was terminated by law as an evil, and 
that to make such an allowance would be to grant part compen- 
sation to the taxpayer for the extinguishment of his business by 
law in the form of an abatement of taxes otherwise due, and that 
it was incredible that congress should have intended such a result. 
The effect of this decision was to reverse, upon a point which had 
never been urged or argued before the court, a practice which had 
been followed by the government since 1919 and in accordance 
with which probably ninety-five per cent. of all the cases which 
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rily result in lower overhead charges per unit and conversely curtailed produc- 
tion tends to increase unit overhead costs. 

It not infrequently happens that overhead distributions based on production 
(‘‘B’s”’ produced) are sufficiently accurate for practical purposes, due to the 
fact that the relative output of various production centers remains fairly 
constant. Distribution on such a basis would be very simple from a clerical 
standpoint. Determination as to whether it would be accurate enough must 
depend on a study of the facts in each case. 

The Bedaux wage-payment plan is a useful and practical application of wage 
incentives, but it is not a substitute for sound factory accounting. The 
records of business are written in terms of dollars and cents. The true measure 
of performance of a workman or of the executive is the relation existing be- 
tween a fairly established standard and actual results, both expressed in a 
language understood not only by cost clerks, but by department heads, com- 
pany officers and the public. 

We are of the opinion that while the ‘‘B’’ may be a useful symbol as an 
expression of the amount of work assigned to 1/60 of an hour, or one minute, 
and serves as an intermediate measure of performance for purposes of payroll 
computation and related production statistics, it has no place in the accounting 
records, which must be so kept as to be understandable by those not versed in 
the technicalities of the Bedaux plan. 

To summarize briefly, we believe it is practicable to codrdinate the Bedaux 
wage-payment plan with the standard cost system when standards reflect past ex- 
perience, and that “ B’s’’ may be used asa method of overhead distribution if such 
a basis is suitable for the operations of the business under consideration. How- 
ever, we would not recommend that labor and overhead costs be built up around 
the “B’s”’ or that the cost department be trained to think in terms of ‘B’s”’. 


DISCOUNT AND PREMIUM ON CORPORATION BONDS 


Question: Ina recent audit, the enclosed problem presented itself. Having 
followed numerous opinions expressed by you through THE JOURNAL, we 
would be interested in knowing just how you would have handled the situations 
surrounding the purchase of the bonds. 

Company A has outstanding bonds 5% of $200,000. These are 30-year 
bonds maturing in 1937 and are not callable. Records unavailable and current 
balance-sheet shows no unamortized debt, discount and expense. 

Company B 5% bonds outstanding of $700,000. These are 40-year bonds 
maturing in 1950 and are not callable. Original discount and expense $100,000. 

A and B merge. Consolidated corporation is known as company B. Com- 
pany B assumes all liabilities of company A. 

Company B executes a first and refunding mortgage and issues 544% bonds 
maturing in 1957 for the purpose of ‘‘(a) paying or refunding or to be ex- 
changed for bonds heretofore issued by company A and by company B and/or 
for bonds of any other series that shall have been issued in pursuance of this 
indenture; (b) to provide capital for enlarging, etc.; (c) to pay obligations 
heretofore contracted, etc.; (d) to acquire and/or develop additional plant 
capacity.” 

At the time of the issuance of the first and refunding bonds, the unamortized 
balance of discount and expense on the old bonds was $75,000. 
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Of the new bonds $800,000 were sold for cash at 98, $650,000 were exchanged 
for old bonds of company B and $195,000 were exchanged for old bonds of 
company A, leaving $50,000 of old company B bonds and $5,000 of company A 
outstanding. 

Provisions of the new mortgage are that all reacquired bonds of previous 
issues are to be held as collateral on the new mortgage. 

In acquiring some of the old bonds a premium was paid, in no specific 
amount, but just the amount necessary to effect the acquisition. This pre- 
mium amounted to $12,000. 

In setting up the modified balance-sheet what disposition should be made of: 

(a) The unamortized balance of discount and expense on bonds which 
have been reacquired. 
(b) The premium paid at acquisition of $12,000. 

The fourth paragraph of your letter states that: 

‘‘A and B merge. Consolidated corporation is known as company B. 
Company B assumes all liabilities of company A.” 

If A and B merged, there was no consolidation and no new company was 
formed. We assume, therefore, that instead of the word ‘‘consolidated”’ it 
was intended to use the word ‘‘ merged”’ in the second sentence of the foregoing 
paragraph. 

After all of the new 544% bonds have been issued, company B will have on 
its books a balance of $75,000 of unamortized discount and expenses applicable 
to the $700,000 of old 5% bonds. Since only $50,000, or 1/14 of the old bonds 
remain outstanding, only 1/14 of the foregoing sum, or approximately $5,357, 
should be carried as an asset on the balance-sheet. The remainder should be 
charged off against surplus., The premium of $12,000 paid on acquisition of the 
old bonds should likewise be charged to surplus. However, there is some 
justification for the view that the balance of the old discount-and-expense 
account—$69,643—as well as the $12,000 premium should be amortized over 
the life of the new bonds issued in exchange. The first treatment is more 
conservative and, on that account, preferable. 

The problem does not state specifically whether the new bonds were ex- 
changed for the old on a par-for-par basis but, since $800,000 of the new bonds 
were sold for cash at 98, it has been assumed that the exchange was on a par 
basis, and that the difference between 98 and 100 represented financing 
expenses. 


Answer: It is our opinion that the unamortized balance of discount and 
expense on bonds which have been reacquired should be deferred on the 
“‘modified’’ balance-sheet and written off over the remaining life of these 
bonds. Weare also of the opinion that the premium paid in acquiring some of 
the old bonds should be deferred and written off over the life of the new issue, 
this premium representing a part of the cost of issuing the new bonds. 
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EDITORIAL 

Obeo! In the issue of March, 1930, THE Jour- 

at Ghoadailh NAL OF ACCOUNTANCY discussed at 


some length a decision then recently 
handed down by Justice Holmes of the supreme court of the 
United States in the case of the Haberle Crystal Springs 
Brewing Company. This was an income-tax case, and the 
court decided that the taxpayer was not entitled in computing 
its taxable net income in the years 1918 and 1919 to a deduc- 
tion for obsolescence of its goodwill resulting from the adoption 
of the eighteenth amendment. In this case the amount of 
the deduction was not at issue. The amount had been legally 
established, if any deduction whatever was to be allowed. The 
government contended that the revenue act of 1918 intended to 
allow for the exhaustion, wear and tear and obsolescence of prop- 
erty of such a nature that it was decreased, consumed or disposed 
of by use in the trade or business, and that goodwill is not such 
property. The court in its decision did not refer to the govern- 
ment’s contention but decided against the taxpayer on the 
ground that the words ‘‘exhaustion’’ and ‘‘obsolescence’’ did 
not apply when a business was terminated by law as an evil, and 
that to make such an allowance would be to grant part compen- 
sation to the taxpayer for the extinguishment of his business by 
law in the form of an abatement of taxes otherwise due, and that 
it was incredible that congress should have intended such a result. 
The effect of this decision was to reverse, upon a point which had 
never been urged or argued before the court, a practice which had 
been followed by the government since 1919 and in accordance 
with which probably ninety-five per cent. of all the cases which 
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could arise as a result of the prohibition amendment had been 
settled and the tax paid. Aside from this practical aspect of 
the matter, the decision has not commanded the universal respect 
that we should wish for the decisions of our highest court. 


Now the supreme court has handed 
Supreme Court Now down a decision, in V. Loewers Gam- 
Allows Deduction : ' , ‘ 
brinus Brewery Company v. Charles W. 
Anderson (U.S. supreme court, No. 352, February 24, 1931), which 
confirms the right of the taxpayer in calculating its taxes for 1918 
and 1919 to deduct an allowance ‘‘for obsolescence of its buildings 
resulting from the imminence and taking effect of the prohibitory 
laws.”’ In its decision in this case, which is one of three some- 
what similar cases decided at the same time, the court endeavors 
to distinguish between obsolescence of tangible and intangible 
property, although the language of the revenue act of 1918 [sec- 
tion 234 (a)] speaks only of ‘‘ property used in the trade or busi- 
ness.’’ It is satisfactory to note in this decision that the supreme 
court definitely affirms the ruling of the treasury, which allowed 
taxpayers engaged in brewing, distilling, etc., when computing 
their taxable net income to spread their allowance for obsolescence 
due to prohibition over the period from the date when the 
imminence of prohibition became definitely known until prohi- 
bition became effective; that is, the period between January 31, 
1918, and January 16, 1920. The court also recognized that 
there is nothing in the language of the statute—that is, the revenue 
act of 1918—or the circumstances of its enactment to suggest that 
congress intended that the taxable incomes of brewers should 
not be determined according to the rules that govern taxable 
incomes of others. The court also states: ‘‘ None of the acts made 
any classification based on the causes from which obsolescence 
results. And, as the sole purpose is to arrive at the net income 
subject to taxation, it is clear that such a discrimination could 
not reasonably or justly be made.”’ 


The language of the Gambrinus decision 
gives considerable ground for a belief 
that should a case now arise presenting a 
claim for allowance of the exhaustion or obsolescence of intangi- 
ble property, the court would find difficulty in refusing a decision 
in favor of the taxpayer. Let us suppose, for instance, that in the 
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year 1914 a brewing or a distillery company had paid the sum of 
$1,000,000 for a trade name, a trade brand or a process. Fol- 
lowing the language of the 1918 statute there would seem to be 
no doubt that through this transaction the corporation would 
have acquired “property’’ and that that property would have 
been destroyed by the prohibition legislation. Under the ordi- 
nary rules for computing taxable net income the loss on property 
can be deducted in the year in which the exhaustion or obsoles- 
cence occurs, and the supreme court now confirms the treasury 
rule adopted in 1919 allowing taxpayers whose property is 
destroyed by prohibition legislation to spread this deduction 
over a total period of nearly two years. The Haberle Crystal 
Springs case involved goodwill rather than a trade name, brand 
or process, but had a company in the year 1914 paid a substan- 
tial sum for the goodwill of the Haberle Crystal Springs 
Brewing Company, it would seem to the lay mind that the 
taxpayer would be entitled to deduct the amount which 
it actually paid in the purchase of such property. In the Gam- 
brinus case the court has cleared away some difficulties and has 
supported the treasury ruling under which, as already stated, a 
large majority of the possible cases arising under prohibition 
legislation has been settled. Itsdecision, however, seems to entail 
a conflict with ‘the court’s own decision in the Haberle Crystal 
Springs case. It has decided that the allowable deduction for 
exhaustion or obsolescence of intangible properties may be spread 
over a period during which the coming into effect of prohibition 
was definitely known. The statute uses the word “property” 
without any qualification. The Haberle Crystal Springs case 
did not deny a deduction for obsolescence on the ground that the 
property in that case was an intangible property. What position 
the court would take in a new case presenting squarely the issue 
of the exhaustion or obsolescence of intangible property is an 
interesting speculation. 


Since publication of an editorial note 
in the March issue of THE JOURNAL OF 
ACCOUNTANCY upon the subject of com- 
petitive bidding for accounting engagements, several letters have 
been received from correspondents agreeing and some disagreeing 
with the policy expressed. Those who feel that the position taken 
was wrong base their contention upon the statement that it seems 
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to be impossible to obtain certain kinds of engagements in any 
other way. For example, in some places it is the custom, possibly 
even the law, to call for bids for the audit of savings banks and 
similar institutions. Consequently, say the correspondents, the 
accountant is compelled to bid and it is useless to oppose what is 
compulsory. That is strange logic. What we were trying to say 
in the earlier comment was that if accountants would refrain 
from bidding a wiser method would have to be evolved. Suppose 
it is the law that there shall be bids for the audit of a savings 
bank and suppose that no one bids—what then? No ac- 
countant really feels that bidding is satisfactory, especially if it is 
bidding a flat fee. As we have said repeatedly the chances of 
bidding a flat fee which will be exactly fair are so remote as to be 
out of the range of vision. If the bid is too low the accountant 
loses, and if it is too high the client loses, and it is certain to be 
either too low or too high. Consequently we find that it must be 
unfair to some one and, being unfair, we fail to see how anyone 


can defend it. 


The Plea of Another basis of opposition to the view 
Genactiiion which we have expressed is described 
asthe “local conditions.’’ Oneaccount- 


ant writes: 

‘You must remember that in this territory an amount over- 
whelmingly in excess of one-half of the business is in the hands 
of accountants who have no professional affiliation and have no 
compunctions about competitive bidding. I had one personal 
experience this winter. Having performed the work in 1930, I 
was willing to make a flat bid of $1000, but at the same time I had 
a feeling that it would take careful management to make the reg- 
ular rates at that price. One of the firms to which I allude se- 
cured the work on a bid of $600. I believe it may become neces- 
sary for the council to suspend certain of the rules in designated 
territories, in order that members may compete with non-mem- 
bers with a fair chance of success.” 


Those are noble sentiments. Because there are conditions in 
some parts of the country which afflict the reputable accountant 
and because unprofessional practices may seem profitable in 
those districts, our correspondent seems to advocate the abandon- 
ment of decency for participation in a free-for-all fight. The 
man who wrote that letter does not really mean what he says and 
he would not be guilty of doing half the things he threatens to do, 
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but his remarks are interesting if only for the purpose of discus- 
sion. Carried to their extreme his views would involve the break- 
ing down of all law, all morals, all civilization. If there is no 
higher guiding principle than jungle law why should we struggle 
upward? If the public interest is sacrificed to personal desire, 
avarice, lust or hate is that a reason why all should follow? Is it 
not rather the most potent reason why all should not follow? If 
there are so-called accountants who do reprehensible things, is 
that to be the standard of the profession? Of course it is easy to 
generalize and it must be admitted that the competitive tactics of 
accountants who would compete are distressing, but it is im- 
possible to avoid a feeling that the man who has not sufficient 
backbone and inherent ability to succeed even in the face of 
competition and low practices is in the wrong vocation. The 
profession as a whole marches upward and the man who wrote 
the letter which we are discussing would fight furiously if anyone 
should suggest that he fall out of line. 


A reader, who has been studying rates of 
depreciation of physical assets, has been 
considerably disturbed by the  sub- 
stantial difference which he has found in what he calls the 
theoretical depreciation compared with the actual extent of de- 
preciation based upon appraisal. For example he points to a 
circular issued by an appraisal company containing a statement of 
depreciation of machinery at fifteen years’ life shown theoretically 
as fifty per cent. but by appraisal as only thirty per cent. There 
are other comparisons somewhat similar, and our correspondent 
feels that there may be serious misunderstanding of the compara- 
tive values of theoretical and actual depreciation. Now, as a 
matter of fact, there will always be a wide difference of opinion as 
to the valuation of any wasting asset at any given time. For 
example, one may buy a piece of machinery estimated to have a 
life of twenty years. During that period of twenty years there 
may be no change in mechanics which will tend to render obsolete 
the machinery in question. By extraordinary care the machinery 
may be maintained in absolutely sound condition. The market 
prices of machinery may advance. In such circumstances an ap- 
praisal of the machinery at the end of twenty years might'show 
that there had been no depreciation whatever—and it is conceivable 
that because of market conditions there might be appreciation. 
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Is such an extraordinary incident to invalidate the theory of 
depreciation? It is absolutely ridiculous to attempt to lay down 
a uniform rate of depreciation which will apply fairly to every 
piece of machinery in the world. So-called actual depreciation is, 
therefore, merely the decline in value of one item during a given 
period, and it may or may not serve as an index to the average 
depreciation of all such items. Theoretical depreciation, on the 
other hand, is a composite of the estimated decline in value of a 
number of articles of similar nature. It is, of course, never ac- 
curate, or if it be accurate no one can know it. We should regard 
it as most unhealthy for any company engaged in an industry 
involving the use of machinery, for example, to base its estimate of 
depreciation upon a condition reported by another concern rather 
than upon a general line of depreciation found to be close to the 
average. Certainly it would be bad accounting to carry such 
sensitive assets as machinery in the books at a figure substantially 
higher than the theoretical value determined as a result of experi- 
ence in many plants. Every owner of wasting assets knows the 
temptation to over-valuation. When a bad year comes—for in- 
stance such a year as 1930—it is very easy to say, “‘ Really we have 
been writing off too much depreciation in past years and we 
shall omit any reserve or allowance thistime.”” That is self-decep- 
tion which may lead to disaster. More businesses have gone to 
the wall because of failure to recognize depreciation than for any 
other reason. Depreciation in times of depression is bitter 
medicine but good for one’s soul. 


The United States Daily in its issue of 
January 30, 1931, reports a decision 
of the supreme court of Delaware in a 
case involving the payment of accrued preferred dividends on dis- 
solution of a company. The case is of peculiar interest because 
of the questions of rights involved. In the opinion of the court 
it was stated: ‘‘The company having been organized a number of 
years had both common and preferred stock outstanding. The 
company had not been successful and at no time had there been 
any net profits arising from its operation nor at any time did it 
have a surplus over capital and liabilities.” Of the three ques- 
tions presented in the appeal, most important is the third which 
the court describes as follows: ‘‘In dissolution proceedings where 
there was not and never had been any surplus or net profits, can 
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unpaid dividends on preferred stock, agreed to be cumulative, be 
given preference to payments on common stock in addition to 
the preference of the par value of the stock?’’ Article four of 
the certificate of incorporation provided as follows: ‘‘In the event 
of any liquidation, dissolution or winding up of the corporation, 
or upon any distribution of its capital, other than the redemp- 
tion of its preferred stock, the holders of the preferred stock shall 
be entitled to be paid in full the par value thereof and all unpaid 
dividends accrued thereon, before any amount shall be paid or 
any assets distributed to the holders of the common shares, and, 
after the payment to the holders of the preferred stock of the 
amount payable to them as hereinbefore provided, the remaining 
assets and funds of the corporation shall be divided and paid to 
the holders of the common shares according to their respective 


shares.”’ 
The opinion of the court reads in part as follows: 


‘‘We shall now address ourselves to the remaining and more 
important question presented by this appeal. This question is, 
in brief: Are the preferred stockholders entitled, in dissolution 
proceedings, to a preference in the payment of dividends in addi- 
tion to the par value of the preferred stock where the assets of the 
company do not include profits from its management? 

‘Tf the answer to this question is in the affirmative, the further 
question then arises: To what point of time are the unpaid divi- 
dends computed? The chancellor determined that since no 
profits or surplus existed, no dividends on the preferred stock 
could have accrued, and, therefore, no unpaid dividends could 
be given preference in the dissolution proceedings. The remain- 
ing question as to the computation of the time of preference of 
such unpaid dividends was, of course, not considered by him. 

“This court does not agree with the conclusion reached by 
the chancellor, and in view of the importance of the ques- 
tion with relation to the corporate structures under the laws 
of this state, we have given the matter both serious and special 
consideration. 

“The consideration of the rights of holders of preferred stock 
of the corporation in question to dividends is largely covered by 
paragraphs (a) and (e) of the articles of the certificate of incor- 
poration. These paragraphs cover fields entirely different. 
Paragraph (a) treats solely of the rights of preferred stockholders 
to dividends while the company is a going concern. Of course, 
the right to dividends in such a case depends upon the existence 
of surplus or net profits. This requirement is not only expressly 
set out in paragraph (a), but is also fundamental in the law of 
corporations. 
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‘Paragraph (e), however, has no relation to the company as a 
going concern; it contemplates only the relation of stockholders 
inter se after all creditors have been paid and the remaining assets 
of the corporation are distributable to the stockholders. There 
is no legal requirement aside from contract as set out in the certifi- 
cate of incorporation that in dissolution proceedings accumulated 
dividends could only be preferred from surplus or profits. 

“‘In other words, it is universally conceded that the certificate 
of incorporation could provide, if it was clearly and unequivocally 
therein stated, that in dissolution proceedings the holders of 
preferred stock would be entitled to a preference of accumulated 
unpaid dividends before payments to common stockholders even 
though no surplus or profits existed. It is, therefore, true that the 
non-existence of profits creates no legal barrier to the preference 
of dividends in dissolution proceedings. 

‘The question is then one solely of contract between the stock- 
holders. What did the stockholders mean when, in contemplat- 
ing dissolution proceedings, after the payment of debts, they 
stipulated that the preferred stockholders should have a return of 
the par value of their stock together with unpaid dividends 
accrued thereon? 


‘We are, ... , of the opinion that in the present case the 
holders of the cumulative preferred stock are entitled in the 
liquidation proceedings to be paid in addition to the par value 
of their stock the unpaid dividends accrued thereon. 

“The question then arises: To what point are these dividends 
payable? Are they payable to the time of the appointment of 
the receiver or down to the time of distribution? 

‘We are clearly of the opinion that it was only contemplated 
that the preferred stock would be entitled to dividends while the 
company was a going and active concern and while it was possible 
to produce that fund from which it was originally thought the 
dividends would be paid, viz., the surplus and profits of the com- 
pany. No dividends could have been contemplated as becoming 
due after the company ceased to have any profits from its man- 
agement, and when the management itself was taken from the 
officers and vested in the court through the instrumentality of the 
receiver then the liability for dividends ceased. (Drewry-Hughes 
Co. v. Throckmorton; Johnson v. Johnson & Briggs; In re Creditors 
Oil Co., L. R. 1902, 2 Ch. 86).” 


Every year the question of the use and 
destination of an accountant’s report 
becomes increasingly important. In 
far too many cases the accountant seems to feel that having 
delivered his report he may wash his hands of the whole matter 
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and let the use of the report depend upon the whim of the client. 
Possibly under a strictly legal definition of duty it is not neces- 
sary for the accountant to give any consideration at all to what 
the client or any other person may do with his report when it has 
been rendered and payment for it has been made, but that is a 
narrow view and one which may lead to serious injury to client, 
accountant and banker. The accountant may say that he is not 
concerned with any misuse, but that isnot true. He is concerned 
deeply. The case is admirably summarized in the following 
letter from a member of the American Institute of Accountants 
addressed to that organization: 


‘“‘Among my clients there are several who desire an account- 
ing service consisting of only the preparation of periodical reports 
from their books, advice concerning accounting problems as ap- 
plied to their business and the preparation of various tax returns. 
I assume that other accountants also have clients who desire nei- 
ther a balance-sheet nor complete audit, and who would, there- 
fore, fall in the same general class. 

‘‘When rendering a report on an engagement of this nature, the 
qualification ‘This balance-sheet is subject to the accompanying 
comments’ is always stated upon the balance-sheet itself, and the 
comments include the following sentence: 

‘‘*In accordance with the terms of my engagement, no audit of 
the accounts or verification of assets has been made.’ 

“Of course a report of this kind is not certified. 

‘‘Many clients falling in this class borrow at various banks and 
are requested to file financial statements showing their condition. 
These statements are usually prepared by the clients on the 
bank’s own form. Many of these forms contain the query, ‘Are 
your books audited bya C. P. A.? Ifso, by whom and as of what 
date?’ 

‘“‘On repeat engagements of the type mentioned, I have on oc- 
casions seen, among papers submitted to me, a copy of such a 
financial statement made to the banks and found in some cases 
that the client had answered the question regarding audit in the 
affirmative, giving my name as being the auditor, despite the 
qualification contained in my report. Usually these statements 
agree with the balance-sheet prepared by me from the books of 
account. 

“While this condition is far from being ideal, I have always 
felt that if the banks accepted the client’s statement without re- 
questing a signed copy of the auditor’s report, the negligence was 
on their part. 

“However, I have found on a recent engagement, that a state- 
ment prepared by my client and filed at the bank with the above 
query answered in the affirmative showed amounts greatly in 
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excess of the figures submitted in my unaudited report. For in- 
stance, the inventory was stated to the bank at about $56,000 
more than the inventory as per the books of my client, and a con- 
siderable amount of real estate owned by the proprietor but not 
recorded on the books was also shown in the financial statement. 
The bank to which this statement was sent is one of the largest 
financial institutions in an adjoining county, and, so far as I know, 
has accepted the statement for credit purposes, since it is extend- 
ing the client a line of credit, relying possibly on the statement 
therein contained that the books have been audited by me. 

‘Such a condition is certainly unfavorable to the auditor, and 
the codperation of the banks should be sought to end such an un- 
fair practice on the part of fraudulent clients. 

‘‘What redress has an accountant in a case of this kind, and 
what are the steps that can be taken to prevent its recurrence? 
It seems to me that if the banks in every case in which they re- 
ceive a financial statement purporting to have been audited by a 
C. P. A. would insist upon receiving a signed copy of the account- 
ant’s report it would certainly be to their advantage and would 
also be very desirable from the accountant’s viewpoint for his pro- 
tection. 

‘“‘I can not, I assume, go to the bankers in question and tell 
them that their customer has filed afraudulent statement. Never- 
theless, if this client meets with financial difficulty and the bank- 
ers suffer a loss, they would undoubtedly look with suspicion on 
any balance-sheets which may be submitted to them in the future, 
bearing my certificate, as I have no doubt they are under the im- 
pression that the figures contained in the financial statement they 
are using for credit purposes are authentic and prepared by me. 

“This is a question which I think warrants the Institute’s at- 
tention and I raise it for discussion because of the particular case 
cited, at the same time seeking advice as to what might be done 
to protect my own reputation. Would I be justified, in the cir- 
cumstances, in writing to all bankers in this vicinity advising 
them that in all cases in which they receive statements from their 
clients which contain my name as auditor, I disclaim responsi- 
bility unless signed by me, or unless a copy of my report covering 
the engagement in question is duly signed and filed with them?” 


The correspondent asks what can be 
done to prevent such fraudulent prac- 
tices as that of which he complains. 
It seems that there are several things which can be done. In 
the first place, if the accountant has the slightest reason to believe 
that his client is one who would be guilty of perpetrating such a 
crime as that which he describes, he should refuse the client’s 
work. Any borrower who would present a fraudulent statement 
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to a bank is a bad client. Every bad client, even if he pays his 
bill, is a serious liability to the accountant. Without going 
into the question of law it certainly appears that the courts would 
have jurisdiction over a man who would commit such an inten- 
tional wrong. There has been far too much tendency to play 
fast and loose with accountants’ reports. In some cases they 
have been actually distorted, in others essential figures have 
been omitted, and in others there has been merely a general 
assertion of the fact of audit without any details of the results of 
audit. Accountants will argue, of course, that they can not foresee 
what a client will do with a report, but in a great many cases the 
accountant may have a fairly indicative premonition. Some 
accountants have adopted the expedient of printing upon each 
sheet of paper a legend to the effect that the report must not be 
used in any way except in its entirety. This would not meet the 
case of the client who simply referred to the fact of audit. There. 
is no objection, however, to the adoption of this printed formula 
and in some instances it may be protective. 


The second thing which can be done to 
prevent undesirable use of accountants’ 
reports is an effort to educate the banker 
and to teach him not only to ask for audited statements but to 
read them when they are submitted. Some years ago letters of 
inquiry were sent to a number of prominent bankers in a great 
city asking what attention was paid to the details of the state- 
ments submitted by borrowers. To the utter astonishment of 
nearly everyone, several bankers admitted that they did not read 
even the accountant’s certificate and were interested merely in 
the name of the accountant. If they knew the name and re- 
spected it that was sufficient. In other words, if a well-known 
accounting firm were to certify that the accounts of Blank and 
Company were incomplete, false or misleading and that the com- 
pany was insolvent, the banker would not be interested in that 
part of the certificate but would turn merely to the name of the 
signer and conclude that all was well with Blank and Company. 
Can anyone conceive such utter stupidity? And yet that is 
what some bankers themselves admitted. Of course most 
bankers are of a different breed but there are some who can 
not bother with detail. The suggestion of the correspondent 
that he should write to every bank in the vicinity warning all 
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bankers that he disclaimed responsibility except when the full 
report was presented does not seem to be a feasible proposal. 
In all probability some of his letters would not be read. A 
banker who will not read an audit certificate will certainly not 
read a letter. 


It is always pleasant to be able to 
mention the activities of accountants 
which bring them into touch with 
national and public affairs. Only last month we had occasion 
to refer to this subject and we are able to return to it this month. 
Year by year the accomplishments of the profession become 
more and more important to the world. The work which is 
done by public accountants is not measurable in terms of money 
and much of the most important accomplishment is brought about - 
simply by the desire to serve. As an illustration of the increas- 
ingly significant part which accountants are playing, it is interest- 
ing and gratifying to read in the daily papers that Robert H. 
Montgomery of New York has been appointed executive 
secretary of the commission to take profits from war. This 
commission, whose work is timely and gives promise of great 
importance, consists of the secretaries of war, the navy, agricul- 
ture, commerce and labor, the attorney-general, Senators Reed, 
Vandenberg, Robinson and Swanson and Representatives Hadley 
of Washington, Holaday of Illinois, Collins of Mississippi and 
McSwain of South Carolina. 


Accountants in 
Public Life 


As we come up out of the valley of the 
shadow of depression begins a time of 
wider vision. We are all convinced that the worst is past and 
that better days are close athand. Indeed, most of the bitterness 
of the past months has been fear of a shadow. Business may not 
be greatly improved, but the fear is passing and many are able to 
see through the shadow to the sunlight. One of these people of 
vision writes, ‘‘I believe that you have as great an admiration for 
Isaiah as I have. Last night I happened to be reading the 
sixth and seventh verses of the forty-first chapter. Has it oc- 
curred to you that these would make a most suitable text for an 
editorial or essay?’’ Now as it is barely possible that one or 
two of our readers may not remember the exact language of the 
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King James version of these two verses, and as they can not be 
trite even if known by heart, let us quote them: 


‘They helped everyone his neighbor; and everyone said to his 
brother, Be of good courage. 

“So the carpenter encouraged the goldsmith, and he that 
smootheth with the hammer him that smote the anvil saying, 
It is ready for the sodering: and he fastened it with nails, that it 
should not be moved.” 


Commentators tell us that these verses really apply to the pro- 
cedure of idol-making, but commentators are a troublesome 
folk. Most of us like to take these two splendid examples of 
English and interpret them as we will for a chronicle of brother- 
hood. At any rate whatever be the meaning in the original, it 
would be a magnificent thing for all of us to adopt the 
principle involved in the sixth verse at least and help everyone 
his neighbor and say everyone to his brother ‘‘ Be of good courage.” 
Really there is cause for encouragement. 
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Accounting for Gamblers 
By Tams MAcarT 


Those who have read The Newcomes—and it is to be hoped that 
in this age of neurasthenic restlessness there are still a few who 
have the poise and serenity of spirit needful for a calm view of 
Thackeray’s largest canvas—will doubtless remember in the 
spirited opening the memorable passage beginning with ‘‘Once 
uponatime.” It is unforgettable, and as I sit here in the country 
before my October wood-fire, and try to recapture an experience 
of mine of twenty years ago, and to bring back to life some charac- 
ters I then lived with—souls so joyously alive that it is hard to 
think of them as forever beyond the reach of living voice—the 
great master’s words come back to me, and I find myself, half un- 
consciously, repeating ‘‘As I recall them, the roses bloom again, 
and the nightingale sings on the calm Bendemeer.”’ 

Reader, did you ever know on terms of intimacy an Irish gentle- 
man? If you never did, you have missed something, something 
rich and rare. This chronicle will have to do with accounting, 
and with the fortunes of a firm of general contractors, ostensibly 
at least, but in reality it is a record of my personal relations with 
that charming and irresistible Irishman, George Francis Cassidy. 
Requiescat in pace! 

It all fell about on this wise: In the summer of 1909 I was an 
accountant in the city of Spokane, Washington, an associate of a 
public accountant who had a large local acquaintance, and who 
had built up during a period of years a lucrative practice. He 
had, in fact, more work than he could properly attend to, and had 
invited me some three years before to join him and take care of 
his overflow. I could hardly have been called a junior account- 
ant, as all the auditing and accounting which I did, the reports 
made, and court testimony given, were quite independent of my 
associate, though I was much indebted to him for the securing of 
the business, and for advice, if needed. 

One day in August, I was called to the office of George Cassidy 
& Sons, general contractors, and was told that their books were 
pretty badly mixed up and asked if I could straighten things out 
for them and let them know how they stood. Their impression 
of the condition of their books was certainly correct. I had seldom 
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seen a nastier mess. I retired to a private room with them and 
smoked several pipes over the exhibit. Finally, I went to the 
private office of G. F. Cassidy, one of the sons, who was in charge, 
and said: ‘‘Mr. Cassidy, what did you expect me to do with your 
books?”’ 

He lifted a surprised eyebrow: ‘‘Why, fix ’em up for me, and 
give me a statement so that I may know how I stand.” 

I smiled. 

“‘T am sorry to have to tell you, sir, that from an accounting 
standpoint, you have no books—none at all. What you have isa 
mass of memoranda which I assume is authentic. Now, to place 
these books in balance and make a statement of your affairs would 
be expensive. Theoretically, it is possible, but I must tell you 
that it would be a long drawn out job, and I do not care to under- 
take it without your having an understanding of the situation. 
My recommendation is that these books be regarded as memo- 
randa merely, and that new books of extreme simplicity for 
temporary use be written, and from these a comprehensive state- 
ment of your affairs can be made.” 

“Well, well, well! That’s what I get for hiring high-school 
girls todo my bookkeeping forme. Serves me right. No more. 
No more of that.”’ 

Here he walked up and down his office and unburdened himself 
of some Elizabethan English which I regret to say was not al- 
together fit for ears polite. In a few moments the storm passed. 
He paused and said genially: 

“All right, Mr. Macart, go ahead and do whatever you think 
best. I amacontractor, not an accountant. I have entire con- 
fidence in you, so I place the matter wholly in your hands, and 
only ask that you give me the result at the earliest moment pos- 
sible.”’ Bis 

So I went ahead and acted accordingly. woe 

Fortunately at this time the firm had on hand only one small 
contract, which was practically completed, and after securing an 
inventory of the equipment—a matter of some difficulty—I 
managed, in the course of a fortnight by the use of short cuts and 
condensations, to open a small and simple set of books and made 
a statement of affairs. This proved to be satisfactory to Mr. 
Cassidy and I was invited to remain and take charge of the office. 
I hesitated, as it had been my intention never to return to private 
work, but in 1909 the profession of accountancy in the United 
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States was not yet on the firmly established basis nor so well 
recognized as today. The fees were less than half of those at 
present expected, and the 16th amendment to the constitution 
providing for a tax on incomes—the greatest of all boosts to pub- 
lic accounting in this country—not yet adopted. I was tempted, 
and as I had already formed a great liking for Mr. Cassidy, I 
finally yielded, and thus began the most exciting of my accounting 
adventures, and a pleasant relationship without a cloud, only 
broken by his untimely death. 

Shortly after I had gathered up the reins, the firm landed a large 
government contract for the construction of forty miles of irriga- 
tion ditch in the central part of the state, some two hundred and 
fifty miles distant, and I was considerably perplexed as to how 
best to care for the accounting of it. I had had no previous ex- 
perience with this branch of accounting, and after a few days of 
inquiry among fellow accountants in the service of other local 
general contractors, I found that I could expect no helpful advice 
from that quarter. At the time, I attributed their reluctance to 
give me any information to churlishness, but in the reflection of 
after years I came to the conclusion that the coldness with which 
they treated me was rather due to the embarrassment they felt in 
exposing the fact that their own systems for branch accounting 
were crude and inadequate. I saw very quickly that I should 
have to depend entirely upon my own resources, and also that 
I must hasten, as time pressed, and that shortly we should be 
in the thick of construction work, which, more than any other 
business that I know—and I have known many—makes for 
confusion. 

Several years before I had been a bookkeeper in the office of a 
large general merchandising company which operated a chain of 
stores in the mining district of the Coeur d’ Alenes. These stores 
were not of the five, ten, and fifteen cent order, but carried large 
general stocks of merchandise, including dry goods, provisions, 
clothing, hardware, etc. Theaccounting system for handling this 
business, the volume of which was large, was at that time a pe- 
culiar one, and seemingly very efficient. As I could get no help 
from the accountants of other contracting firms, and as the works 
of accounting authorities then available threw no light on the sub- 
ject, I decided to adopt the chain store system, making, of course, 
the changes requisite for adaptability. Whether this system for 
the use of heavy contractors operating on a large scale, and having 
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Those who have read The Newcomes—and it is to be hoped that 
in this age of neurasthenic restlessness there are still a few who 
have the poise and serenity of spirit needful for a calm view of 
Thackeray's largest canvas—will doubtless remember in the 
spirited opening the memorable passage beginning with ‘‘Once 
uponatime.’’ It is unforgettable, and as I sit here in the country 
before my October wood-fire, and try to recapture an experience 
of mine of twenty years ago, and to bring back to life some charac- 
ters I then lived with—souls so joyously alive that it is hard to 
think of them as forever beyond the reach of living voice—the 
great master’s words come back to me, and I find myself, half un- 
consciously, repeating ‘‘As I recall them, the roses bloom again, 
and the nightingale sings on the calm Bendemeer.”’ 

Reader, did you ever know on terms of intimacy an Irish gentle- 
man? If you never did, you have missed something, something 
rich and rare. This chronicle will have to do with accounting, 
and with the fortunes of a firm of general contractors, ostensibly 
at least, but in reality it is a record of my personal relations with 
that charming and irresistible Irishman, George Francis Cassidy. 
Requiescat in pace! 

It all fell about on this wise: In the summer of 1909 I was an 
accountant in the city of Spokane, Washington, an associate of a 
public accountant who had a large local acquaintance, and who 
had built up during a period of years a lucrative practice. He 
had, in fact, more work than he could properly attend to, and had 
invited me some three years before to join him and take care of 
his overflow. I could hardly have been called a junior account- 
ant, as all the auditing and accounting which I did, the reports 
made, and court testimony given, were quite independent of my 
associate, though I was much indebted to him for the securing of 
the business, and for advice, if needed. 

One day in August, I was called to the office of George Cassidy 
& Sons, general contractors, and was told that their books were 
pretty badly mixed up and asked if I could straighten things out 
for them and let them know how they stood. Their impression 
of the condition of their books was certainly correct. I had seldom 
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seen a nastier mess. I retired to a private room with them and 
smoked several pipes over the exhibit. Finally, I went to the 
private office of G. F. Cassidy, one of the sons, who was in charge, 
and said: ‘‘ Mr. Cassidy, what did you expect me to do with your 
books?”’ 

He lifted a surprised eyebrow: ‘‘Why, fix em up for me, and 
give me a statement so that I may know how I stand.” 

I smiled. 

‘“‘T am sorry to have to tell you, sir, that from an accounting 
standpoint, you have no books—none at all. What you have isa 
mass of memoranda which I assume is authentic. Now, to place 
these books in balance and make a statement of your affairs would 
be expensive. Theoretically, it is possible, but I must tell you 
that it would be a long drawn out job, and I do not care to under- 
take it without your having an understanding of the situation. 
My recommendation is that these books be regarded as memo- 
randa merely, and that new books of extreme simplicity for 
temporary use be written, and from these a comprehensive state- 
ment of your affairs can be made.” 

‘Well, well, well! That’s what I get for hiring high-school 
girls todo my bookkeeping forme. Serves meright. No more. 
No more of that.” 

Here he walked up and down his office and unburdened himself 
of some Elizabethan English which I regret to say was not al- 
together fit for ears polite. In a few moments the storm passed. 
He paused and said genially: 

‘All right, Mr. Macart, go ahead and do whatever you think 
best. I amacontractor, not an accountant. I have entire con- 
fidence in you, so I place the matter wholly in your hands, and 
only ask that you give me the result at the earliest moment pos- 
sible.” 

So I went ahead and acted accordingly. 

Fortunately at this time the firm had on hand only one small 
contract, which was practically completed, and after securing an 
inventory of the equipment—a matter of some difficulty—I 
managed, in the course of a fortnight by the use of short cuts and 
condensations, to open a small and simple set of books and made 
a statement of affairs. This proved to be satisfactory to Mr. 
Cassidy and I was invited to remain and take charge of the office. 
I hesitated, as it had been my intention never to return to private 
work, but in 1909 the profession of accountancy in the United 
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States was not yet on the firmly established basis nor so well 
recognized as today. The fees were less than half of those at 
present expected, and the 16th amendment to the constitution 
providing for a tax on incomes—the greatest of all boosts to pub- 
lic accounting in this country—not yet adopted. I was tempted, 
and as I had already formed a great liking for Mr. Cassidy, I 
finally yielded, and thus began the most exciting of my accounting 
adventures, and a pleasant relationship without a cloud, only 
broken by his untimely death. 

Shortly after I had gathered up the reins, the firm landed a large 
government contract for the construction of forty miles of irriga- 
tion ditch in the central part of the state, some two hundred and 
fifty miles distant, and I was considerably perplexed as to how 
best to care for the accounting of it. I had had no previous ex- 
perience with this branch of accounting, and after a few days of 
inquiry among fellow accountants in the service of other local 
general contractors, I found that I could expect no helpful advice 
from that quarter. At the time, I attributed their reluctance to 
give me any information to churlishness, but in the reflection of 
after years I came to the conclusion that the coldness with which 
they treated me was rather due to the embarrassment they felt in 
exposing the fact that their own systems for branch accounting 
were crude and inadequate. I saw very quickly that I should 
have to depend entirely upon my own resources, and also that 
I must hasten, as time pressed, and that shortly we should be 
in the thick of construction work, which, more than any other 
business that I know—and I have known many—makes for 
confusion. 

Several years before I had been a bookkeeper in the office of a 
large general merchandising company which operated a chain of 
stores in the mining district of the Coeur d’ Alenes. These stores 
were not of the five, ten, and fifteen cent order, but carried large 
general stocks of merchandise, including dry goods, provisions, 
clothing, hardware, etc. Theaccounting system for handling this 
business, the volume of which was large, was at that time a pe- 
culiar one, and seemingly very efficient. As I could get no help 
from the accountants of other contracting firms, and as the works 
of accounting authorities then available threw no light on the sub- 
ject, I decided to adopt the chain store system, making, of course, 
the changes requisite for adaptability. Whether this system for 
the use of heavy contractors operating on a large scale, and having 
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many contracts, would be advisable is, I think, open to question, 
but in our own case it worked with the ease and precision of a 
machine. 

By this time the battle was on, and our office began to be 
thronged with prospective sub-contractors, salesmen, mechanics 
and laborers looking for jobs, etc. I soon found that the un- 
interrupted quiet necessary for the invention of accounting forms 
was not to be had at the office, and therefore during the day gave 
myself up to the crowding business of the hour. Then, after the 
day closed, and I had dined at a down-town restaurant, I went to 
my quiet room in the suburbs and went at once to bed where, 
propped up with pillows to prevent drowsiness, and with the aid 
of my faithful briar, I proceeded to visualize those forms. There 
were a good many of them, and their nice interlockings with the 
general books at the main office took much and careful thought. 
I made no drawings at my room, but after getting the forms 
clearly in mind, managed somehow, during the day, to steal every 
now and then a half hour in a private room at the office, where, 
with a drafting table and an engineer’s rule, I made them me- 
chanically perfect. Several years’ experience with a large eastern 
printing house had made me familiar with the idiosyncrasies and 
limitations of printers, and this knowledge now, when time pressed, 
stood me in good stead. The forms were all received in time and 
then shipped to the several camps, accompanied by minute in- 
structions for their use. As our resources did not warrant the 
employment of high class bookkeepers at the camps, I made 
these instructions fool-proof, explaining the use of every line 
and column and not hesitating to indulge in much Rooseveltian 
reiteration. 

It is twenty years, nearly, since I have seen those forms, and it 
would be difficult now for me to describe them in detail. The 
general plan, however, was as follows: The camp cashbook, jour- 
nal and cost sheet were many columned and loose leaved, there 
being at the general office at Spokane a duplicate binder for each. 
The original entries were made at the camps in lead-pencil, and a 
carbon copy retained at the camp office served to give them a 
complete record of their transactions, the original being mailed 
regularly to the general office. The camp payrolls, which were 
elaborate, contrary to the cashbook, journal and cost sheet, were 
written in ink, the originals forwarded to the general office, and a 
copy was retained at the camp. 
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There were many lesser forms, of course, such as order blanks, 
charge slips, etc., all of which were made either in duplicate or 
triplicate with lead-pencil and carbon. The charge slips for sup- 
plies issued from the camp commissaries to the many sub-con- 
tractors were made in triplicate, the sub-contractor being given a 
carbon copy at the time of delivery of goods, and the original slip 
and one carbon were filed at the camp office in a large alphabetical 
envelope until the end of the month when the originals, securely 
fastened with a T fastener, were totaled and the amount was 
entered to the sub-contractor’s debit on the camp journal, then 
forwarded to the general office, the duplicate carbons being re- 
tained at the camp office. 

Each camp had its own bank account with the nearest respon- 
sible bank, and the cheques, which were almost entirely for labor, 
were issued at the camp offices and then formally entered in the 
camp cashbook. The cancelled cheques, however, were all for- 
warded to the general office at Spokane by the respective banks. 
The amount of currency disbursed by the camps was very small, 
almost negligible, but a voucher for each disbursement, no matter 
how small, accompanied the cash sheet upon which it was recorded 
when mailed to the general office. 

As will be seen by the foregoing rough outline of the system, the 
camp bookkeepers made all the original entries of transactions at 
the camps, these being gathered in at the general office at Spokane 
where the general books were kept and the monthly trial balance 
was taken, etc. 

By this system I was enabled to make a constant audit of the 
camp accounts, and rarely had to visit the camps. 

All supplies for the camps, except trifling, incidental, and emer- 
gency items, were purchased by the general office, and my duties 
in addition to those of an auditor and cashier, included those of a 
purchasing agent and assistant to the manager. 

One of the important matters which engaged my attention was 
the drawing of the contracts. On the irrigation-ditch contract 
alone we had fifteen sub-contractors, all of whom were financially 
irresponsible. I realized at the outset the vital nature of these 
contracts and, as I am not a lawyer, was a little puzzled at first 
to know how to take care of the difficulty. We had as yet no re- 
tained attorney, and my experience has been that it isn’t every 
lawyer who knows how to draw a bullet-proof contract. Then it 
occurred to me that a safe plan would be to secure one of the con- 
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tract forms used by one of the great trans-continental railways, 
whose phraseology had been often tested in the courts, and adapt 
it to our particular needs. This I did and drew the contracts with 
the greatest care, entrusting none of the proof-reading to the 
stenographers, but going over every bit of it myself in the original, 
duplicate, triplicate and quadruplicate, punctuation, spelling and 
all. It proved to be a wise precaution. We afterwards had two 
lawsuits, one of them a big one, and the lawyers of the opposition 
combed those contracts with a fine tooth comb, but could find no 
flaw. I remember that I grinned in secret, and thought that 
painstaking sometimes has its rewards. 

It was a busy summer—that year of 1910. To an accountant 
who is in good health and who likes interest, variety and excite- 
ment, I know of nothing that equals general contracting, particu- 
larly railway, bridge building or other open-air work, and most 
particularly, as was the case with us, when the capital is limited 
and there is constantly in mind the element of chance. 

It is not strange to me that nearly all general contractors are 
poker players. The business itself is a gamble, there being so 
many incalculable factors, and there is almost no such thing as a 
moderate profit or loss. It is nearly always a case of make or 
break. 

The firm’s senior, the elder Mr. Cassidy, then nearing seventy, 
had in one of the midwestern cities a well-earned reputation for 
efficient performance, and sterling integrity, but a series of mis- 
fortunes had sadly depleted the firm’s resources, and when it began 
far western operations not long before the date of this narrative, 
there was but little left save a well worn equipment, much experi- 
ence and an honorable name. Mr. Cassidy, senior, took no part 
in the western operations; in fact had practically retired from the 
business which was solely in charge of his son, George Francis, or 
as he was universally known, Frank Cassidy. A younger son had 
field duties, but, though a member of the firm, had no part inthe 
conduct of the business, which, as I say was managed entirely by 
his brother. 

As an instance of the factor of chance, I recall that Frank Cas- 
sidy once told me that in his opinion the credit granted by the 
local bank was based in no small part on a recommendatory letter 
from an eastern banker who had in some incredible manner made 
a mistake in identity. Evidently banking procedure was looser 
reined then than now. 
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Nearly all our camp supplies were bought from the Pacific 
coast cities, four hundred miles distant, and to maintain our credit 
had to be paid for when the bills fell due. As the United States 
government with whom we had the contract, is notoriously tardy 
in making payments for work performed, just about so much red 
tape always having to be unwound, we were a good deal worried 
as to how to meet these bills within the time limit, and had to de- 
pend upon the local bank for loans. Now bankers, the same as 
other folk, have their good and bad days, and though they live by 
their loans, they are not always equally approachable. Frank 
Cassidy made all the borrowings, and when he was in town my 
mind was easy as to finances, as like the immortal Ralph Bigod of 
‘*Elia,”’ he was an undeniable borrower. But he was often in the 
field, two hundred and fifty miles away, and the bills and payrolls 
had to be met even if our bank balance was low. But I fell into 
the spirit which pervaded the office, sent the cheques off anyhow, 
and then in my daily letter to him added a cryptic postscript, 
‘Flew the kite today;’’ whereupon he would board the next train 
and come up to Spokane, and obtain a loan of the bank to cover the 
impending overdraft. 

I used to grow a little nervous over this as I signed those cheques 
myself, and did not relish the prospect of facing the banker after 
making a deliberate overdraft, which I should have to do if an 
accident had happened to Frank, and he had been unable to show 
upontime. But luck waswith us in thisinstance atleast. Noth- 
ing happened, and he always managed to make the necessary 
loan, though several times he returned from the bank with a moist 
brow and related how he had been put upon the rack. 

As I say, it was a busy summer. In the business of general 
contracting, when as often as not, months of complete inactivity 
during which the working force has to be reduced to the minimum, 
are followed by the bustle and hum of a new contract, everything 
goes with a spring and a jerk, in striking contrast to the well oiled 
routine of a long established mercantile business. But I enjoyed 
this and used to waken in the morning at my quiet room in the 
suburbs, thinking that I had before me, not a day of toil, but a day 
of sport. I nearly always had. 

The captivating personality of Frank Cassidy drew around him 
a small crowd of his friends and admirers who were always drop- 
ping in, and as often as not on no business connected with con- 
tracting, or upon no business at all. He was only eight-and- 
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twenty with a boyish figure, a magnetically cordial hand grasp, 
a disarming smile, a pleasantly modulated voice, and the politest 
manners in the world. He was always groomed immaculately, 
and of an evening with his white spats, his gloves and cane, looked 
about as far removed from the figure of the traditional contractor 
as a Rolls-Royce does from a country stage coach. He did not 
suggest business at all, but appearances are often deceptive, and 
so it was in his case. He was really a very capable man of affairs 
though his business methods violated all known laws. I think I 
never knew anyone who could do so many things at once and do 
them well. 

My own mind happens to be of the single-track order, and what 
I have been able to accomplish in this world has been by dint of 
painstaking orderliness, some imagination and flexibility, I think, 
a retentive memory, concentration on the subject in hand, and 
tireless industry. But Frank Cassidy was a business improvisa- 
tore and disposed of all matters with a lightness and ease and ap- 
parently without any forethought at all. 

I have seen him at his desk, playing with a small child, carrying 
on a conversation with some of his friends who were always drop- 
ping in, talking over the long-distance telephone of important 
matters relative to the field construction work, and then grace- 
fully excusing himself for a few minutes and resume the dictation 
of letters, important ones, too, which had been interrupted by his 
callers. He dictated easily and well, his letters being models of 
crystallized well-bred conversation, or glorified talk, which all 
letters ought to be and seldom are. 

He had been a university man, though I fancy that scholasti- 
cism rested lightly upon him as did everything else. I can not 
imagine his ever having ground at his Greek. But a man can not 
pass through a university without some of the aroma of letters 
clinging to his garments, and this was evidenced now and then, as 
for instance, in his having among his scattered belongings a 
volume of Schopenhauer which he said he used to read when he 
was wakeful at night. Whoever heard of a railway contractor 
reading Arthur Schopenhauer? He was generous to the point of 
prodigality, scattering largess and visiting favors alike upon the 
heads of the unjust and the just. He was an inveterate smoker, 
but a total abstainer from liquor, which was rather odd in view of 
his temperament and the habitual customs of nearly all of his 
associates. Perhaps he thought that alcohol interfered with his 
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poker-playing, which was his chief recreation. He was certainly 
a glittering poker player and his skill was later to be of real service. 

As the summer wore on and the work on the big ditch progressed 
favorably, we began to have visions of a jolly Christmas time and 
a rosy future in store for us. My salary had been given a sub- 
stantial increase, and I had also been promised an interest in the 
firm. And then something happened. 

In our contract with the government, the irrigation ditch 
yardage to be moved was classified as Nos. 1,2 and 3. No.1 was 
dirt which could be easily moved with a scraper, No. 2, hardpan, 
or solid clay and gravel, and No. 3, rock in place, the prices being 
graduated from No. 1, the lowest to No. 3, the highest. Now ac- 
cording to the theory of the government, the No. 2 classification 
did not require the use of dynamite as did No.3. But asa matter 
of fact, it did, and in consequence of this, one of our sub-contrac- 
tors became badly in arrears. He was under bond to us, as we 
were to the government, and in our innocence we thought that all 
that was necessary to recover from the bonding company was, at 
the conclusion of operations, to file a properly substantiated claim 
for the amount of the deficit, and that a cheque would shortly be 
forthcoming. Nothing of the kind. The company refused to 
pay. After twenty years my memory is a little hazy as to the 
grounds of the refusal, but as I recollect, it was alleged that we 
did not exercise sufficient care in overseeing the sub-contractor’s 
work and in observing his financial condition; that the company 
should have been promptly notified when the sub-contractor 
began to show a deficit, and been given an opportunity to finish 
the sub-contract if necessary and to protect its interest. 

There was nothing in all this, as there was no evidence of the 
sub-contractor’s dishonesty, extravagance or inefficiency. It was 
simply a case of an improper classification of material, and the 
bonding company could have made no better showing, if as good, 
had it taken over the work. 

I still think we had an excellent case at law. But however un- 
sophisticated we may have been, we were still too wise to enter the 
lists and court the law’s delays with a multimillionaire bonding 
corporation. 

As for the United States government, we had some education in 
the matter of its business methods, which differ very materially 
from those of private firms or corporations. A railway company, 
for instance, will, if the work of a contractor has been faithfully 
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and efficiently performed, show much consideration, and, in the 
classification of material, will not insist upon the letter of the con- 
tract, but will let him out at least clear of debt, and perhaps with a 
modest profit. Not so the government of the United States. I 
insisted upon the last letter of the contract, come what might. 
The spirit which maketh alive interested the government not at 
all. 

Well, it looked like ruin—at least to me, but Frank Cassidy 
took it very philosophically, as one of the fortunes of war. We 
had had a bad deal, that was all; one could not always expect to 
hold a good hand; the next round would probably give us better 
cards. All life to him was a gamble, and he recognized the usual 
percentage in favor of the Dealer. 

We had completed the contract to the government’s entire satis- 
faction; the labor had all been paid; the notes to the bank satis- 
fied; and all our bills for supplies, except a few hundred dollars, 
had been promptly met. We had a few hundred dollars left in 
the bank, our office fixtures and camp equipment, and a good 
name. And that wasall. It was apparent that a radical change 
in our way of living would be necessary while we were waiting for 
something to turn up. So we gave up our elegant suite of offices 
in the most modern of the down-town office buildings and moved 
our furniture to a six-room basement flat, just outside the business 
district, though within easy reach of it. Here we did our own 
cooking and two of us slept. 

The front room, which we used for an office and reception room, 
had a fire-place and in this we always had a cheery blaze before 
which we sat and smoked and laid plans for the future. Friends 
dropped in, and now and then creditors, though these were always 
easily handled. Frank always greeted them with a smile and a 
cordial shake of the hand and invited them to a seat by the fire, 
and then produced from the drawer of his desk a box of choice 
Havanas saved from the wreck. After the caller’s cigar was well 
agoing he would proceed to tell him afunny story. It would bea 
pretty stony-hearted creditor who could make a dun in such cir- 
cumstances, and the most of them did not even attempt to do so, 
but said they were merely making a friendly call to see how we 
were getting on. 

Our greatest annoyance was the telephone. It was essential to 
keep this for several reasons, but some of the creditors used to 
make their duns by 'phone, and latterly it seemed as if three- 
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fourths of all calls were of that nature. I remember that we got 
to drawing lots to see who should answer the next one, and when 
these calls came, it seemed as often as not to be when we were 
entertaining another creditor before the fire. It certainly took 
some quick thinking and diplomatic talk to keep them quiet. 

As the weeks wore on and no new work appeared in sight, we 
began to be desperately hard up for ready money to meet current 
expenses. These were reduced to the minimum, but a certain 
amount was necessary for food, fuel, rent, etc. and our wits were 
often hard put to it to get the cash. All night poker parties were 
held weekly, and as Frank was an expert, some revenue was ob- 
tained in this way, but even the best of poker players can not 
always hold good hands, and we were soon driven to other meth- 
ods to raise the wind. 

The bank would extend no more credit without a contract in 
sight, and so we had to come down to the pawnbrokers. As 
cashier it fell to my lot to make the negotiations, and I was soon 
a well-known figure at the sign of the three balls. Diamonds and 
watches went first, then engineering instruments, and for all these 
transactions I made the appropriate entries on the books quite as 
a matter of course. 

The rent was a source of considerable anxiety as the landlord 
for some reason was a skeptic, and on one occasion we narrowly 
escaped ejection and were only saved by the timely arrival of a 
friend from the country who generously satisfied the landlord for 
several months of arrears. 

By this time we had reached the fall of 1911 and then had great 
hopes. The racing season at Alan, Idaho, three-quarters of an 
hour’s ride distant, was on and we were confident that even if we 
could not make a “‘killing,”” at least we could make enough by 
judicious betting to tide over our fortunes until the arrival of the 
long expected contract. But alas, and alas! There is money to 
be made in horse racing, but it takes long experience and some 
capital, and we were scantily furnished with both. All that we 
got out of it were rosy visions and thrills and a few good dinners at 
Spokane’s crack restaurant. We had to have the latter, for after 
a hard afternoon at the track—and it was hard work—if we won, 
it did not seem quite right to go back to the flat and dine on bread 
and cheese and tea and herring. 

In the summer of 1912, by way of variety, we had two law- 
suits, the more important one, in which we were the defendants, 
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being tried in the federal court in Spokane. The plaintiffs in this 
case were the sub-contractors on the ditch contract, who, like 
ourselves, had had their summer’s work for nothing owing to the 
rigid classification of material made by the government. I think 
they knew well enough that we were ‘‘broke,’”’ but perhaps by the 
advice of their attorneys thought they could squeeze something out 
of our bondsmen. As for ourselves, we were comparatively in- 
different, knowing that we had nothing to lose, but the bonding 
company was interested very decidedly and prepared to put up a 
fight. 

I saw at once that the suit was to be almost entirely an account- 
ing case, and arranged books and papers accordingly. There was 
a pushcart full of them which I took to the court-room, found a 
convenient table for their proper arrangement, and then kept an 
eagle eye on the attorneys to prevent their misplacement; lawyers, 
as a rule, having a genius for disorder. I was on the stand as a 
witness for days, and we won the suit,—or rather the bonding 
company did—very largely on the accounting showing. I had 
vouchers for everything and was able to put my finger on them all 
at a moment’s notice. It was an accounting triumph, though 
rather an empty one in view of our financial condition. However, 
the bonding company paid me, and very handsomely for those 
days, for my preparation of the case and testimony, so my time 
was not altogether spent in vain. 

In the other suit, which was tried in one of the down country 
courts, and in which we were the plaintiffs, we were unsuccessful, 
though we got some education out of it. 

Early in the progress of the ditch contract we had purchased 
ten span of mules for the use of one of the impecunious sub-con- 
tractors in the expectation, of course, that he would have a credit 
balance on the completion of the contract, and that out of this we 
should have the reimbursement for our advance. 

But he went down with all the rest, and when we tried to re- 
cover the mules for which our own money had paid, he refused to 
give possession and made claims of bad faith, etc. Well, it 
seemed a simple enough case, and we thought there would be noth- 
ing to it aside from the trouble and expense of making a two- 
hundred mile trip and appearance in court. So we engaged a 
country lawyer convenient to the scene of the trial, and took it for 
granted that we should at least have a few mules for use on our 
next contract. But it was not so. 
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This country lawyer was an honest one, but unfortunately he 
had been reared in the tradition of Patrick Henry, which we soon 
found was decidedly out of date in A.D. 1912. He made the win- 
dows rattle with his eloquence but it was all in vain. 

The attorney for the defense was altogether different and evi- 
dently had given much thought to the methods used by Aaron 
Burr and Joseph H. Choate. He first packed the jury with local 
mule drivers, and then when he came to address them, assumed a 
quiet after-dinner conversational, just-between-ourselves manner. 
In ten minutes I saw that our case was lost and I began to think of 
matters at home. His address to the jury was short. The jury 
went out and returned in a few minutes with a verdict for the 
defendant. I was disgusted at such a gross miscarriage of justice, 
but Cassidy did not appear disturbed in the least, and it was very 
characteristic of him that the same evening, while we were waiting 
in the hotel lobby for train time, when he espied the opposing at- 
torney smoking an after-dinner cigar, to go to him and heartily 
congratulate him upon his skillful handling of the case. He was 
an artist himself, and always recognized another when he saw 
him. They afterwards became very good friends and had many a 
laugh over the mule case. 

I suppose we should have appealed the case; there were ample 
grounds for it, but we were “ broke,’’ the bank would no longer sus- 
tain us, and so the loss was pocketed and charged to experience 
account. 

We were steadily going down the hill, though all the time hoping 
to land another contract, but this did not materialize, and it grad- 
ually dawned upon me that the day of the small contractor was 
about over. 

The big fish had been swallowing the little ones in all kinds of 
business endeavor for a long time, and general contracting was no 
exception. I began to see that even if we did secure another con- 
tract, it would only be a temporary postponement of the inevit- 
able. After I had reluctantly come to this conclusion, I began to 
look around for a salaried job which would offer some prospect of 
permanence. I soon found one, as in 1912 the corporations had 
not yet listed those over forty as undesirables. 

Shortly after this the old firm of George Cassidy & Sons quietly 
faded away. There were no bankruptcy proceedings, the sale of 
furniture and equipment was made piecemeal and a few pressing 
obligations were discharged. Our little circle, which always 
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seemed more like a social club than an association of money- 
makers, broke up, and Frank Cassidy disappeared from view. 
I never saw him again. Some time afterwards I had a letter from 
him dated at Honolulu where he was working as a salaried em- 
ployee of the United States government. After that there was a 
silence of many years, and then one day I learned that he had 
been instantly killed in an automobile wreck in a suburb of New 
York. 

I was very, very sorry. Time flies so fast that this is already 
long ago, but it is still difficult for me to think of him as dead. 

He was so radiant with life and laughter, and more than almost 
anyone I have ever known, did he have what one of my friends 
once happily called ‘‘a fragrant personality.” 

In Owen Wister’s Roosevelt, The Story of a Friendship—one of 
the most fascinating biographical sketches of recent years—the 
author relates that a few weeks before Roosevelt’s death he was a 
guest for a fortnight at ‘‘Sagamore Hill,”’ and that one day in the 
library T.R. broke a profound reverie and said, apropos of nothing 
at all, ‘‘I don’t care what the rest is going to be, I’ve had fun the 
whole time.” 

I shall often think of it. 
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Accounting for Fleet Corporation Vessels* 
By WiLL-A. CLADER 


The United States Shipping Board Merchant Fleet Corporation 
vessels owned by the government are operated by private inter- 
ests under two arrangements. For the operation of vessels under 
the ‘operating agreement, 1924” printed accounting instructions 
for managing operators were issued by the general comptroller of 
the Fleet Corporation effective September 1, 1926, superseding 
previous instructions. Recently the board inaugurated the 
policy of paying for the operation of the vessels on the basis of 
lump-sum compensation to the managing operators. Such an 
arrangement is called a “lump sum” agreement, especially 
designated as ‘operating agreement—1930.” 

The lump-sum agreement between the managing operator and 
the Fleet Corporation for the operation of vessels provides that 
the accounting and auditing procedure to be followed and the 
books and accounts to be maintained shall be as prescribed by the 
Fleet Corporation. Detailed instructions, which must be ob- 
served, are issued to the operator but they are not as comprehen- 
sive as the previous instructions. All transactions affecting the 
operations of the line, other than the managing operator’s private 
overhead expenses and the compensation received from the Fleet 
Corporation under the operating agreement, are required to be 
recorded in books installed and maintained separate from the 
managing operator’s private accounts. The books of original 
entry to be maintained during the entire period of the operation 
of the Fleet Corporation’s vessels under the lump-sum agreement 
are: 

Cashbook 

Accounts-payable voucher register 
Journal register 

Freight book 


The operating agreement provides that the operation of the 
vessels is to be financed by the operator, who allots from its 
private funds from time to time sufficient cash to man, operate 
and supply the vessels. Such cash, together with all collections 





* The author acknowledges with thanks the assistance rendered by L. D. + eens general 
comptroller of the Fleet Corporation, in the preparation of this article —W.-A 


268 








Accounting for Fleet Corporation Vessels 











of revenue and other collections incident to the operation of the 
vessels, is deposited in separate bank accounts and recorded in the 
Fleet Corporation cashbook, which shows the date of each remit- 
tance, name of remitter, a brief description of what the remittance 
covers, vessel and voyage number, amount, and the proper 
columnar distribution of the various receipts to the appropriate 
account classifications. Cash disbursements affecting the opera- 
tion of the vessels are also recorded in the Fleet Corporation cash- 
book and must show in detail the date of the cheques, cheque 
number, voucher number, name of payee, and amount. The 
accounting instructions state that all cash disbursements recorded 
in this cashbook should be charged to accounts payable. At the 
end of each month the various columns should be summarized and 
the totals posted to the general ledger control accounts. 

Invoices for supplies, etc., together with all other expenses 
related to the operation of the vessels are recorded in the accounts- 
payable voucher register in order that the accounts may reflect at 
any time all liabilities resulting from the operations. Expendi- 
tures are covered by accounts-payable vouchers which are entered 
in the register. The vouchers and the register show the date, 
number, name of creditor, brief description of each item (such as 
supplies, repairs, advances, etc.), vessel and voyage number, and 
the columnar distribution to the account affected. At the end of 
each month the various columns are summarized and the totals 
posted to the general ledger control accounts. 

Transfers between accounts, revenue manifests, expense state- 
ments submitted by masters and sub-agents, and all other trans- 
actions which are not recorded in either the cashbook or the 
accounts-payable voucher register are recorded in the journal 
register through the medium of formal journal vouchers, which 
must be listed in numerical order in debit and credit columns 
sufficient for the accounts which are most used. The various 
account columns are summarized at the end of each month and 
the totals posted to the general ledger control accounts. 

The Fleet Corporation recommends that postings be made to 
the individual subsidiary accounts, later described, directly from 
the accounts-payable vouchers, journal vouchers, and other 
original entry documents, rather than from the books of original 
entry, in order that the operator may be assured of the benefit of 
the required control system, which will be described. The 
vouchers and other original entry documents should be self- 
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explanatory and have securely attached to them the bills, state- 
ments, etc., comprising the basis for the entry. 

The use of a freight book as a book of original entry is optional. 
When used as a part of the accounting records it is confined en- 
tirely to an analysis of open accounts receivable. It is also a 
record from which the necessary information may be obtained to 
close the books and to prepare financial statements and to adjust 
the accounts-receivable control and determine the amount of 
freight collections received prior to journalization of manifested 
revenue to be credited to accounts receivable. The freight book 


is also universally used by all steamship companies as a traffic 
record of shipments booked prior to the preparation of bills of 
lading and vessel manifests. 
commitment register.”’ 
Control and subsidiary accounts are prescribed as follows: 


As such it is often called a ‘‘cargo 


Control accounts 


Cash in banks—operating 

Cash in banks—general average custo- 
dian funds 

Petty cash 

Accounts receivable: 
Domestic freights receivable ° 


Foreign freights receivable 
General average claims receivable 
Marine insurance losses receivable 
Protection and indemnity claims re- 
ceivable 

Miscellaneous accounts receivable 

Advances to domestic sub-agents 

Advances to foreign sub-agents 

Masters 

Slop-chest purchases 

Containers 

Departmental stores, supplies and equip- 
ment 

Prepaid insurance premiums 

Prepaid pier rentals 

Prepaid conference expense 

Prepaid advertising 

Accounts payable 

Unclaimed wages 

Collections and deposits for passenger 
transportation 

Reserve for operation of vessel expense 
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Subsidiary accounts 
By banks 
By banks and general average 
cases 


By domestic sub-agents and 
local debtors 
By foreign sub-agents 
( In the name of insurance car- 
riers or adjusters by vessel, 
voyage, number and claim 
number 
By individual debtor 
By sub-agents 
By sub-agents 
By masters, vessels and voyages 
By vessels and voyages 
By vessels and voyages 
By location 


By individual creditors 
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24 Reserve for vessels repairs 
25 Operating corporation—capital account 


26 Operation of vessels revenue * By vessel and voyage 

27 Transshipment revenue * By vessel and voyage 

28 Slop-chest sales 

29 Foreign exchange gains and losses Identify postings by vessel and 
voyage 


30 Cash discounts earned 
31 Special discounts 
32 Interest earned on bank deposits 


33 Operation of vessels expense * By vessel and voyage 
34 Transshipment expense * By vessel and voyage 
35 Cost of slop-chest sales 

36 Vessel repairs * By vessel and voyage 


37 Bad accounts 
Note.—In the submission of monthly trial balances to the Fleet Corporation 


the balances in accounts marked with an asterisk (*) should be divided between: 
(1) Completed voyages; (2) Incompleted voyages. 


It is required that the control accounts be kept in a general 
ledger and the subsidiary accounts in separate ledgers. The use 
and purposes of the control and subsidiary accounts are explained 
in the accounting directions of the Fleet Corporation given to 
operators under the lump-sum agreement. 

‘‘Cash in banks—operating”’ account shows all cash in banks to 
the credit of the operator of the line. Bank accounts in foreign 
countries are recorded in both the foreign currency amount and 
the United States dollar equivalent. Subsidiary accounts are 
kept by banks and locations. 

Cash collected by the operator in general average cases and held 
pending transfer to the adjusters is recorded in the account 
‘‘Cash in banks—general average custodian funds.’’ Subsidiary 
accounts are kept by banks and general average cases. 

The petty-cash account shows the cash in the custody of the 
operator in the form of an imprest fund, which is to be used only 
for the payment of minor urgent and necessary disbursements. 
At the end of each month before the books are closed the petty- 
cash fund shall be reimbursed for disbursements made therefrom. 

Prepaid outward revenue and collect inward revenue due from 
domestic sub-agents and local debtors and from foreign sub-agents 
are charged to the control accounts prescribed as already shown. 
The subsidiary accounts must be kept in the name of sub-agents 
and local debtors, and the postings must be by vessel and voyage. 
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The charges to these subsidiary accounts must be made at the 
time of journalizing the revenue manifests. 

Charges recoverable from insurance carriers and general average 
adjusters are recorded in the accounts provided for them. The 
subsidiary accounts must be kept by the name of the insurance 
carriers or adjusters and show vessel, voyage number and claim 
number. It is required that amounts due for charge-backs 
against sub-agents, vendors, etc., shall be charged to miscel- 
laneous accounts receivable, and that subsidiary accounts be kept 
in the name of the debtor. 

Protection and indemnity insurance is carried to indemnify the 
operator against losses due to injury to persons, damage to other 
vessels except by collision, damage to docks and piers, damage to 
or shortage of vessel’s cargo and various other losses or expenses as 
specified in the covering policies. 

In case of damage by storm, fire or casualty at sea the amount of 
loss is determined by ‘‘general average adjusters” of whom there 
are only about fifty in the United States. Any expenses incurred 
in protecting the vessel and its contents against loss or damage are 
apportioned to the vessel and its contents and a proper proportion 
of such expenses must be borne by everyone having an interest 
therein. It would be possible for a shipper of goods to suffer loss 
on account of a fire aboard ship even though his shipment was in 
a part of the ship not damaged by the fire, and he must look to his 
insurance company for reimbursement. 

All receivable items reflected in receivable accounts must be 
billed promptly, the collection bills numbered and a methodical 
follow-up system employed to insure the prompt collection of 
money due. 

It is to be observed that separate control and subsidiary ac- 
counts are provided for the purpose of recording advances to 
domestic and foreign sub-agents. These accounts show the cash 
advanced to sub-agents to disburse when no arrangements are 
made with them to finance disbursements at their respective 
ports, in part, at least, from collections of revenue. Disburse- 
ment accounts received from sub-agents to liquidate the advances 
made to them are audited completely by the accounting depart- 
ment of the line and recorded promptly, so that these advance 
accounts will at all times reflect the sub-agents’ actual accounta- 
bility tothe operating company. Thesubsidiary accounts are kept 
by agents, and the postings are governed by vessels and voyages. 
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Advances to masters for payrolls and miscellaneous expenses 
chargeable to operation of vessels expense, allotments, and slop- 
chest sales are charged to ‘“‘master’s’’ account. Masters are re- 
quired to make separate settlements at the termination of each 
voyage and to return any unexpended cash. Books of master’s 
receipt forms, each book containing twenty-five quintuple forms 
numbered individually, are furnished by the Fleet Corporation to 
assist the operator in handling the masters’ accounts. When a 
master obtains an advance from a sub-agent he signs the quin- 
tuple receipts and gives the first four copies to the sub-agents. 
The original and duplicate copies are forwarded by the sub-agent 
to his principal with his port accounts, and the third is sent to his 
principal immediately after making the advance to the master. 
The fourth copy is retained by the sub-agent. The fifth is not 
removed from the master’s book. The master is required to 
produce the book at the time of settlement to permit a complete 
check of all advances to him. When voyages terminate at ports 
other than those where the operator’s general offices are located, 
payrolls are handled through the masters’ accounts by charging 
the master with unclaimed wages, fines and allotments, and 
crediting him with the gross amount of the payroll and the unex- 
pended cash advances returned. Subsidiary accounts are kept in 
names of masters by vessels and voyages. 

Allotments are payments made to dependents or other persons 
designated by members of the crews on account of their wages. 

Slop-chest supplies on board the vessels of the line, as required 
by the navigation laws of the United States, are charged to the 
slop-chest-purchases account. At the end of each voyage a com- 
plete inventory of slop-chest supplies is taken and an entry made 
to the slop-chest-purchases account crediting the completed 
voyage and charging the succeeding voyage with the amount of 
the inventory, priced at cost. The balance remaining under the 
completed voyage is transferred to cost of slop-chest sales. The 
sales are recorded on the payrolls for the voyage. Slop-chest- 
purchases account is supported by subsidiary accounts showing 
vessel and voyages. While the entries in the slop-chest sales and 
cost of slop-chest sales accounts should show the vessel and 
voyage number, no subsidiary records are prescribed. 

An alternate method of recording slop-chest transactions, 
which has been suggested to steamship operators, provides for the 
use of two accounts, namely,-“‘slop-chest inventories” and “ profit- 
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and-loss on slop-chest sales.’’ Under this method the slop-chest- 
inventory account is charged with the inventories, at cost, on 
board vessel at the beginning of a voyage and is also charged with 
all purchases made during the voyage. At the end of each voyage 
a complete inventory of slop-chest supplies on hand is taken and 
an entry crediting the terminated voyage and charging the suc- 
ceeding voyage is made. The revenue from the sale of slop-chest 
supplies is also credited to the slop-chest-inventory account, 
usually in one entry from the final payroll voucher showing deduc- 
tions made from slop-chest supplies issued during the whole 
voyage. The entire balance remaining in a particular voyage 
account after these credits have been made is transferred to 
the profit-and-loss on slop-chest-sales account. This transfer is 
usually supported by a slop-chest sales report giving a history of 
all slop-chest transactions occurring during the particular voyage 
period. 

A slop-chest is a full complement of outer, under and oiled 
clothing, including boois or shoes, hats or caps, and everything 
necessary for the wear of a seaman, and a full supply of tobacco 
and blankets. This stock may be sold to the seaman at a profit 
of not exceeding ten per cent. of the wholesale value at the port at 
which the voyage commenced. 

The refund value of all containers purchased is charged to the 
containers account, which is credited with the value of containers 
returned, lost or destroyed. The value of containers lost or 
destroyed is charged to operation of vessels expense. Subsidiary 
accounts are arranged by vessel and voyage and show the serial 
number of containers, from whom they were purchased and their 
refund value. In order that the containers account may be main- 
tained on a current basis, physical inventories of containers on 
board each vessel are taken at the end of each voyage. The value 
of the inventory at the termination of the voyage is transferred to 
the container account of the succeeding voyage. A memorandum 
record is kept of containers on which no initial deposit was paid 
but for which the operator is liable if the containers are not re- 
turned within a certain time. 

Departmental stores, supplies and equipment are not charged 
to any particular voyage until the material has been actually de- 
livered to the vessel and the officer’s receipt for the material 
delivered has been obtained. The cost of such purchases held 
pending the arrival of the vessel for which they were purchased is 
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carried in the account prescribed, the subsidiary accounts showing 
the location, until the material is delivered to the vessel, when the 
charge is transferred to operation of vessels expense. 

There are prepayment accounts in which to record prepaid 
expenses deferred, such as insurance, pier rentals, conference ex- 
penses and advertising. Such expenses are allocated over the 
voyages affected and transferred to operation of vessels expense. 

Passenger fares collected in advance or deposits collected from 
prospective travelers for accommodations are credited to the 
account ‘‘collections and deposits for passenger transportation.” 
A subsidiary record is kept showing the name and address of the 
creditor. As passage for each voyage is taken, the amount is 
transferred to operation of vessels revenue. 

Cash transferred from the operator’s private funds to the line’s 
Fleet Corporation bank accounts is credited to the operator’s 
capital account. Cash in the line’s Fleet Corporation fund in 
excess of the operator’s needs, which it is desired to return to the 
private bank account, are charged to this capital account. A cor- 
responding account is kept on the operating corporation’s private 
books to which such transfers of cash are charged or credited. 

Operation of vessels revenues and expenses are kept to show the 
gain or loss from each completed voyage. Each account is 
divided between completed and incompleted voyages. The 
revenues and expenses applicable to incompleted voyages are 
stated on the balance-sheet as deferred income and deferred 
charges. The income and expenses of completed voyages are 
often divided between inbound and outbound traffic, although 
such a division is not prescribed by the Fleet Corporation. Sub- 
sidiary ledgers are kept to show the income and expenses of each 
voyage, incompleted voyages being separated from completed 
voyages. At the compietion of a voyage transfers are made from 
the incompleted voyage ledger to the completed voyage ledger. 

The Shipping Board defines the accounting period of a voyage 
as from discharge to discharge. A voyage begins at the comple- 
tion of discharge of a cargo at a home port, includes the period 
intervening between that time and the time of sailing from home 
port, the outward voyage, intermediate voyages, if any, and the 
homeward voyage to time of discharge of cargo or ballast at home 
port. 

All revenues from freight, passengers and mail, earned by the 
vessels assigned to the line, are credited to the control account 
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“‘operations of vessels revenue.”” The subsidiary accounts 
kept by vessel and voyage. The revenue manifests are coin- 
pletely audited, recorded and credited .o this account as soon as 
possible after the vessel sails, in the case of outbound freight fri m 
a domestic port, and as soon as possible after the manifest., ure 
received from sub-agents in the case of inbound freight from ‘or- 
eign ports. Charges are made concurrently to .domes':c or 
foreign freights receivable. 

The operator generally keeps a subdivision of revenues to show 
the sources from which they are derived. 

Revenues from advance, prepaid-beyond, and transshipment 
ventures, and arbitraries or miscellaneous manifested items are 
credited to the transshipment revenue account, and amounts paid 
to shippers, consignees, transportation companies, etc., in these 
transactions are charged to the transshipment expense account. 
In support of these accounts, subsidiary accounts are maintaincd 
by vessel and voyage. In these records the entries are identified 
by manifest and bill-of-lading references. 

The term ‘‘arbitraries”’ is loosely applied by steamship men. 
Stevedoring and port charges as well as “‘prepaid beyond” and 
“‘advance charges” have been termed arbitraries. An arbitrary 
may be defined as ‘‘that part of a through rate that is arbitrarily 
added to a base rate.”” It is usually evolved to equalize the total 
of two base rates as compared with a through rate from the same 
point of origin to the same ultimate destination. Its use is to 
enable transportation companies that do not have a terminus 
at ultimate destination to compete with direct service. The 
arbitrary may be paid to the connecting carrier in its entirety 
or the originating carrier may retain it and pay the actual 
cost of ‘‘beyond”’ transportation. The latter procedure is fre- 
quently followed and often results in a loss to the originating 
carrier, thereby causing a ‘“‘shrinkage of the base rate,’’ which, 
up to a point, is still profitable business for the originating 
carrier. 

Accounts are kept in the general ledger for other income from 
operation of vessels such as foreign exchange gains and losses, cash 
discounts earned, special discounts and interest earned on bank 
deposits. All other sources of income are kept in the private 
ledger of the operator. Postings to the account for gains and 
losses resulting from foreign currency transactions should indicate 
the vessel and voyage to which the item is applicable. Small 
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serences in sub-agents’ and masters’ accounts from differences 
imexchange are transferd currently to this account. 

Invoices which are sv sject to cash discount may be entered in 
the accounts-payable voucher register in either the net or gross 
amount: In case invoices are entered in the gross amount and 
dist ibuted ito the appropriate expense account accordingly, the 
discerants. when taken are entered in a separate column in the 
cash-disbursen . 1t register. 

Special and confidential discounts received by the operator on 
tonnage, stevedoring, winchmen, tug-boat service, appropriated 
berths, eto., are deposited in operating bank accounts and credited 
to ‘‘special discount account.”” The balance in this account may 
be transferred currently or annually to the expense account which 
was charged with the original invoiced amount and in cases where 
such transfer is made to expense accounts, there must be sufficient 
Jetail to show the proper vessel, voyage number and accounting 
distribution. 

Operating expenses incurred in the operation of vessels are 
chargeable to operation of vessels expense, incompleted voyages, 
to remain in that account until the termination of the voyage. 
Subsidiary accounts are kept by vessel and voyage. 

As the gains or losses from the operation of the vessels under the 
lump-sum agreement are for the managing operator’s own ac- 
count, the Fleet Corporation does not require the operator to 
furnish it periodically with a great amount of detail as to the 
expenditures, but it does request that all disbursement documents 
be filed away methodically with the original entry documents for 
such examination as the corporation may desire its auditors to 
make from time to time. 

The Fleet Corporation recommends that operation of vessels 
expense be divided in a subsidiary ledger by vessel and voyage 
under the following classifications: 


Wages 

Stores and supplies 

Fuel and water 

Port charges 

Wharfage and dockage 
Cargo expense 

Traffic expense 
Miscellaneous vessel expense 
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In many cases of shipping accounting charges to the accounts 
port charges, wharfage and dockage, cargo expense, and traffic 
expense are not apportioned to voyage accounts. 

Some lines do not own port or cargo handling facilities, and 
they receive bills on account of port and cargo expenses that are 
directly applicable to voyages. A schedule is furnished to the 
operator in which are shown the principal items to be included 
in each group in order to assist in the distribution of the 
expenses. 

Stores, equipment, spares and supplies, including water and 
fuel, purchased and delivered to a vessel during the period of a 
voyage are chargeable to the voyage in which the delivery date 
falls. Such stores and supplies are inventoried at the termination 
of each voyage and the value of the inventory is transferred from 
the completed voyage to the succeeding voyage. 

There is no provision in the prescribed accounting procedure 
under lump-sum agreements for lay-up expenses when a vessel is 
not in operation. In the accounting manual of managing opera- 
tors under the ‘operating agreement, 1924” an account is 
prescribed for such expenses termed ‘‘inactive vessels expense.” 

As the vessels are government owned, the Fleet Corporation 
requires all repair work to be covered by repair specifications and 
awards to the repair firms must be evidenced by formal repair 
contracts signed by the contracting parties. The accounts-pay- 
able vouchers drawn to pay the contractors must be supported 
by the original bills, contracts and copy of the awards, specifica- 
tions and proposals received. The cost of repairs must be charged 
to the voyage in which the date of the award falls. Repair 
expenses may be broken down between departments and classes 
of expenses for statistical purposes. 

Under some agreements the operator is liable for repairs to 
vessels to a stipulated extent in each contract year, any excess 
being borne by the Fleet Corporation. In such instances the 
stipulated annual amount is apportioned to voyages and credited 
to a reserve account. Cost of repairs is charged to the reserve 
account by vessels and voyages. 

There is no mention under lump-sum agreements in the ac- 
counting instructions of the proper disposition of expenses by the 
vessel which is undergoing repairs. Some steamship accounting 
requires such expenses to be charged to the repairs accounts as 
being a part of the cost of the repairs. 
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As the vessels belong to the government, the operator does not 
account for depreciation of the ships operated. 

What has been said indicates that the accounting procedure is 
described by the Fleet Corporation in considerable detail. The 
Fleet Corporation books are to be kept in accordance with the 
suggestions and instructions issued to the operators of govern- 
ment-owned vessels. 

The line must forward to the Fleet Corporation not later than 
the fifteenth of each month a trial balance, in duplicate, of the 
general ledger control accounts as of the end of the preceding 
month. The open balances in operation of vessels revenue, trans- 
shipment revenue, operation of vessels expense, transshipment 
expense and vessels repairs must be shown on the trial balance 
divided between terminated and unterminated voyages, the 
division being as of the date of the trial balance. 

After all voyage accounts have been received from the sub- 
agents and recorded for any particular voyage a statement of 
revenues and expenses, in duplicate, must be forwarded to the 
Fleet Corporation. This statement is required to show the total 
revenue earned, transshipment revenue and expense, operation of 
vessels expense, and vessels repairs. These statements should be 
forwarded with the monthly trial balances. 

Compensation due the managing operator from the Fleet Cor- 
poration under the lump-sum agreement is entered on a public 
voucher and submitted to the nearest district auditor of the 
Shipping Board, who approves it, if in order, and sends it to the 
home office of the Fleet Corporation for payment. 

The compensation paid operating managers under the operating 
agreements other than lump-sum agreements generally included 
commission on the various revenues, and the net revenues or 
profits belonged to the Fleet Corporation. The Fleet Corpora- 
tion was, therefore, in need of more detailed information than 
under the lump-sum agreements. In addition to more detailed 
accounting for revenues and expenses it prescribed comprehensive 
revenue documents and records, procedure for handling collec- 
tions and disbursements, and more supporting reports, schedules 
and documents with the trial balance. 

The general comptroller of the Fleet Corporation has lately 
issued instructions to lump-sum operators covering the method to 
be followed in closing the books at the end of the fiscal year, which 
are summarized below. 
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All income and expense accounts of voyages terminated within 
the fiscal period must be closed at the end of the period to a profit- 
and-loss account. The balances in operating accounts covering 
voyages which will terminate in the succeeding fiscal year must be 
treated as deferred income and expense items. Managing opera- 
tors are not required to observe the fiscal periods of the United 
States Shipping Board—Merchant Fleet Corporation. It is 
required that, before closing, all uncollectible accounts be charged 
off; masters’ and allotment balances on terminated voyages be 
cleared to proper accounts; profits or losses on advance charges, 
‘prepaid beyond”’ charges and miscellaneous manifested items be 
transferred to the revenue account; cost of empty containers on 
hand be transferred to accounts receivable; the nominal elements 
in slop-chest inventories account be closed to the prescribed 
accounts; prepaid expenses affecting terminated voyages be trans- 
ferred to the appropriate accounts; and manifests relating to 
terminated voyages be recorded and included in the revenue 
account before the account is closed. 

‘Reserve for operation of vessel expense’’ must be credited 
with the estimated amount of unrecorded expense properly 
chargeable against operation of vessel expense accounts of voyages 
terminated within the fiscal period, showing vessel and voyage in 
subsidiary accounts. 

When a vessel’s first and last voyage of a series of voyages under 
the repair clause of the 1930 operating agreement fall within the 
same fiscal year the difference between the total reserve for vessel 
repairs and the sum of the total actual expenditures for repairs 
and accrued repairs on the last voyage of the series as shown by 
the conditional survey must be closed to profit-and-loss. When 
the first voyage of the series and the last voyage fall in different 
fiscal years the reserve for vessel repairs of the particular ves- 
sel must not be closed until the last voyage of the series has 
terminated. 

Managing operators whose contracts with protection and 
indemnity insurance underwriters contain a deductible franchise 
must transfer to operation of vessels expense all prepaid claims 
applicable to voyages terminated within the fiscal period which 
are not recoverable from the underwriters by reason of the deduct- 
ible franchise in the insurance policy. 
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Accounting Aspects of the Bank-holding 
Corporation 


By G. T. CARTINHOUR 


In this article, I shall endeavor to present an outline of the 
general accounting principles peculiar to bank-holding corpora- 
tions, although in many cases there are special considerations to 
be met, which demand special treatment. Certain of the account- 
ing practices discussed are debatable. No uniformity exists at 
the present time. The statements, therefore, should be con- 
sidered merely as personal opinion as to what is desirable and 
practical. The present study is not intended to be an exhaustive 
analysis of bank-holding corporation accountancy. No previous 
study of a similar nature has come to my attention. The ac- 
countancy work involved in the consolidation of two or more 
independent banks is frequently quite difficult, but when such 
consolidations are effected by an exchange of stocks through the 
medium of a holding company, the accounting difficulties are 
considerably simplified, since the absorbed banks continue busi- 
ness as distinct legal entities. 

The analysis presented in this article is limited because of the 
incompleteness or lack of comparability of much of the published 
data. Further segregation of balance-sheet data as well as 
income and expense accounts is desirable. If further detail were 
available, a more satisfactory examination of the operating per- 
formances of the various banking groups would be possible. 


SIGNIFICANT BALANCE-SHEET PROBLEMS WITH RELATION TO THE 
CAPITAL STOCK AND INVESTMENT ACCOUNTS 


One of the first things that holding companies must do is to 
issue at least part of their authorized capital stock. This stock 
may be issued for cash or in exchange for stock of a bank it 
desires to acquire. (It should be noted that the ownership of the 
stock of a bank, or of any other corporation, does not render the 
stockholding company the direct owner of the property or income.) 
If the stock is issued for cash at par, the operation in brief is 
simply a cash entry crediting capital stock, but if the stock is 
issued at a premium, the amount of the premium will be credited 
to the paid-in or capital surplus account, in contrast with the 
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earned surplus account. Should the stock have no par value, 
and be issued for cash, the entire amount received will be credited 
to the capital account. 

If stock is issued in exchange for the stock of a bank and cash 
does not enter into the transaction, the capital account may be 
credited with the total par value of the stock issued, and a suit- 
able account such as “investment in stocks of subsidiary banks” 
or “‘investment in affiliated banks” will be charged or debited 
for a like amount. 

However, it is preferable to set up the stock thus acquired at 
its break-up or book value and charge the difference between 
this value and the par value of the newly issued stock to a good- 
will account. While this is the more conservative way of han- 
dling the transaction, it does not seem to find much favor in 
practice, and consequently the consolidated balance-sheet is 
usually advocated. Banks, of course, do not set up goodwill 
accounts among their assets because of conservatism and custom, 
but there is no reason why a holding company should not include 
this item of goodwill if it has been purchased. In other words, 
where a company has paid an amount in excess of the tangible 
or break-up value of the stock, it is buying something in addition 
to the actual tangible assets. This something may be designated 
as goodwill. As this method can not be readily applied in all 
cases with consistency, it will not be elaborated further, but in 
any case the highly inflated values that are sometimes applied to 
acquired stocks can not be regarded favorably. 

Now, if the stock which the holding company is to exchange is 
without par value, the question arises as to what amount should 
be credited to’ its capital account to represent the value of its 
investment. While some alternatives are available, it is believed 
desirable to value the acquired stock on a net-worth basis, as 
disclosed by the balance-sheet of the acquired bank at the date 
of acquisition. This procedure is seldom adopted in actual prac- 
tice, although it is sound theoretically. 

To illustrate these points, assume that a given holding com- 
pany acquires the entire capital stock of a small bank and that 
the balance-sheet on the day of acquisition is as follows: 


Assets 
EEE EEE SEE EET REET UTEP PE $300,000 
Oa nc cc cece crore teapeseneevia 225,000 
Banking house and equipment... .................200eeeeeeee 68,000 
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Anvnred TOONINNS one 565 ok SOUS RE ok. eee $ 4,000 
Cosh need we BOGO,..0o. 5 6. s 600640654005 ta5h os eee 40,000 

$637,000 

Liabilities 

Conteal ctaghe. .:... «2 .+s00000nseednspeens et ankeunns eee $100,000 
NR, no bite 0.0.95 o:9,.0h. cabin bh pines ess beindaeeneee 50,000 
CD ID. 55 + 0 5 a dn bans dd dntencdinnss ka keeeeeeneee 24,000 
a re rer ree eh 13,000 
I 5 o's TF heehee cack REREES 0s Nad ekee eee 450,000 

$637,000 


The holding company will be assumed to issue 2,000 shares of 
its no-par capital stock in exchange for the entire capital stock of 
the above bank. It would then credit its capital account with 
$174,000 and debit its investment-in-affiliated-banks account 
with a like amount, comprising the capital, surplus and undivided 
profits of the affiliated bank. On the other hand, if the holding 
company issues 2,000 shares of $100 par value, the capital account 
of the holding company would be credited with $200,000 and the 
bank-stocks or bank-investments account would be charged for 
a similar amount, which, of course, would represent the cost of 
the acquired stock. So far as the holding company is concerned, 
it will be seen that this gives the same final result as if it had sold 
2,000 of its shares to the public at par and then with the proceeds 
had purchased the 1,000 shares of the bank at a price of $200 
a share. 

It will be noted that while it may be desirable to carry the stock 
holdings at cost, the cost may vary considerably from the actual 
book value of the assets acquired and in most cases will greatly 
exceed it. Having regard to the facts which may lie behind the 
figure of cost, it would appear that the cost method, in many 
cases, is not as satisfactory a method of valuing stock holdings 
as might be desired. However, it is difficult to conceive of any 
other basis which would be of use in all cases. 


OUTSTANDING INCOME-STATEMENT PROBLEMS 


The ordinary holding company or investment trust in most 
cases purchases its holdings in the market and may carry them 
at cost or revalue them at periodic intervals in accordance with 
the ruling market values. All cash dividends received from them 
are taken up in the profit-and-loss statement. This is not, or 
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should not be, the case with the bank-holding company. Since 
acquisitions are primarily the result of special deals, the stocks of 
affiliated banks should not be subjected to such revaluations. 
While cost value, in relation to the income statement, may pos- 
sibly be subjected to adjustment in special circumstances, it 
should be handled in a different manner, which is discussed sub- 
sequently in conjunction with the undivided-profits statement of 
Bank-Holding Corporation “Y.” 

When the holding company purchases the entire capital stock 
of a bank, it potentially acquires the whole of the reserves, sur- 
plus, and undivided profits. In so far as a dividend is declared 
out of the reserves and undivided profits in existence at the date 
of acquisition by the holding company, they are not income but 
capital in the hands of the latter and should be so handled, either 
by writing down the cost of the acquired stock, or by creating a 
capital reserve. (By capital reserve is meant reserves which are 
set up to offset over-valuations of investments. This account 
could be shown on the asset side of the balance-sheet as a deduc- 
tion from the investment in stocks-of-affiliated-banks account or 
on the liability side as capital reserve.) 

For purpose of illustration, the above balance-sheet is suitable. 
Undivided profits at the date of acquisition by the holding com- 
pany amounted to $24,000. Assume that the bank then de- 
clares a dividend of 10% on its capital stock, or $10,000, out of 
these undivided profits. This dividend can not, in my opinion, 
be correctly considered as income or profit in the hands of the 
holding company, but rather as a reduction of the cost value of 
the unit bank’s stock. The holding company should only con- 
sider as income dividends declared out of profits earned by the 
affiliated or subsidiary banks subsequent to the date of acquisi- 
tion. While this rule is possibly more respected theoretically 
than practically, it is sound, conservative accounting practice 
and therefore is to be recommended. 

With hypothetical figures, it is of course difficult to go into 
anything approaching full details, but it is hoped that the main 
line of reasoning has been shown in the outstanding balance- 
sheet and income accounts which have been considered. 


FINANCIAL STATEMENTS OF BANK-HOLDING CORPORATIONS 


In considering the published statements of bank-holding com- 
panies, it should be remembered that they are issued with the 
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alleged purpose of giving information to the stockholders. How 
far they answer this purpose can be determined by examining 
specific statements. However, it should be said that frequently 
the trend of affairs in some concerns during the period between 
the publication of successive statements is obscure. The posi- 
tion revealed by some statements is not quite clear, if not often- 
times actually misleading. Probably bank-holding companies’ 
balance-sheets in practice are not subjected to adjustment or 
manipulation to any greater extent than balance-sheets of other 
organizations. However, there is little doubt that such possi- 
bilities exist in the case of the former to a greater extent than is 
generally supposed. .Furthermore, where holding company 
balance-sheets are being adjusted or manipulated (I use this 
word without derogatory significance), it is difficult for the out- 
sider to trace it. 

There is, of course, no single remedy for this condition but 
much can be accomplished by a demand on the part of stock- 
holders for more details, and by a general knowledge of the out- 
standing features of bank-holding company accountancy. Those 
investors in group systems, who wish to keep informed as to the 
actual value of their investment, should endeavor to familiarize 
themselves with the particular method of presentation of accounts 
followed by their corporations. In cases where the holding 
company owns outright or has a substantial majority control, 
two balance-sheets should be submitted; first, its own balance- 
sheet as shown by the books;—in other words, a balance-sheet 
made up of figures taken from the general ledger—and, second, 
a consolidated balance-sheet of the holding company and its sub- 
sidiaries, prepared in the generally accepted manner for preparing 
consolidated balance-sheets, both statements having due regard 
for the seven points enumerated later. 


Bank-holding Corporation ‘‘ A” 


The following balance-sheet and income statements of this 
corporation are a very good example, in my opinion, of how such 
statements should not be presented. 

TotaL RESOURCES AND LIABILITIES OF BANKS AND TRUST COMPANIES 

AFFILIATED WITH BANK-HOLDING CORPORATION “‘A”’ 


Resources 


LOos Ba GNU. «oc boo cb ron abeebvevec +t adeeee cere $35,643,964 
Donte bad MUNN: 3s 5 SBE EE OR ee 7,986,521 
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EE EN, Oe Te OE Pe ee $ 8,633,969 
a nn dibn ence eakmamne wens 6,604,104 
nd aia ao Ae ew eae a bm 435,819 
Customers’ liability letters of credit and acceptances.......... 42,901 
IN 0 ne Or os bc. ee okie Gdwdwnedes 1,625,043 
First mortgage bonde—trust fund... ............00ceeceeees 863,129 
Banking house equipment, etc.................ceceeeeeeeees 1,905,969 
Nee ee ao, es cw a oe ke ain le 36,744 
$63,778,163 
Liabilities 
as iat in ied ennai iil eect aelienns $ 4,975,634 
Surplus... .. Oe PE ee er eT ere ee 5,143,965 
a alae eg A rg ge er At PE. 1,796,758 
ER Caos os Uk cai es orcs ce dee c heel enbewene ete 349,672 
re eee ere oe $12,266,029 
RTE A. RT RE OEE Ee ee 5,584,624 
ee rrr 31,697 
Customers’ securities-safekeeping.......................405- 1,900,760 
CS UY prada thine We auereci rd cae ae eeCebe ea ss 603,931 
Repurchase agreements. 350,900 
rth aka's as Akh Dhine tka + oN Gen bares Canesten 701,692 
EEE eae eee eae are 641,340 
a ian 4.0 ik 9 6 0 occelu ae aipin +9 sence es hans 8 4 An wae 41,697,190 
$63,778,163 
INCOME STATEMENT 
Aggregate gross earnings of the units of the group amounted to.. $ 5,906,431 
From which all expenses (including taxes of all kinds and depre- 
ciation of buildings and equipment) were paid tothe amount of.. 4,790,584 
Leaving net earnings from operations (after writing off known 
Bs Be See ee PO © ee a ar 1,115,847 
Or at the rate of 23.45% on outstanding capital stock of 
237,900 shares of $20 par value. 
Of this amount there was set aside reserves for unforeseen con- 
Ne Oe IE Gl. occ koe cv ns ctocesosncscecnens 140,367 
Leaving available for dividends.......................00005- 975,480 
(Or at the rate of 20.50% on outstanding capital stock or 
237,900 shares of $20 par value.) 
Of this amount there was paid out in dividends during the year by 
the group or by the member banks prior to affiliation with the 
Pau h Gh bn stchgnsescorcesdsceve stb aebeetescéidecess 470,609 
Leaving for additions to surplus or undivided profits........... 504,871 


Certain points in these statements might lend themselves to 
unfavorable interpretation in relation to the accounting policy of 
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the group. While the balance-sheet presents substantial figures, 
it is not the type of statement which can be readily analyzed by 
stockholders. Since it merely totals the respective accounts and 
presents aggregates for all the banks in the group, certain cal- 
culations in relation to the stock of the holding company itself 
are practically impossible. The income statement should 
similarly be criticized and may even be said to be misleading. 
(Not with intent to deceive, however. It has evidently been 
drawn up in accordance with what the corporation considers good 
accounting practice.) It represents as profits and income to the 
stockholders in the holding company a figure which actually 
represents only partly income, the remaining portion being assets 
or capital, which the holding company bought and for which it 
paid. No correct basis is given, therefore, on which to base 
analyses. The asset value behind each share of stock, for ex- 
ample, can not be calculated on a correct basis. Neither is it 
possible accurately to determine what the corporation earned 
per share. 

An elaborate report of thirty-five pages is given, which, it 
would appear, fails in the purpose it purports to serve. A more 
satisfactory balance-sheet as well as profit-and-loss statement for 
the holding company, both as shown by the books of the company, 
should be prepared as already described, and in accordance with 
the seven general rules given later. Furthermore, these state- 
ments should be supplemented by a consolidated balance-sheet of 
the group, prepared in accordance with the recognized practice 
of preparing consolidated statements, and not merely a general 
statement of total resources and liabilities. Earnings per share, 
asset value per share, etc., could then be determined on the basis 
of the holding company stock. 


Bank-holding Corporation “‘ B” 


The following statement has its good points and may give a 
good picture of the financial condition of the corporation even 
though it is not taken from the books of the company. Another 
objection is that the corporation simply incorporates the surplus 
and profits of the subsidiary banks with its own surplus and un- 
divided profits. The facts do not justify such a procedure. In 
other words, as stated above, the ownership of the stock of a 
subsidiary bank does not render the holding company the owner 
of the property of the bank. Inasmuch as the banks controlled 
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are independent institutions, retaining their own identity, their 
earnings should become part of the income of the holding company 
only when they have been declared and paid as a dividend on 
stock and when such earnings are from operations subsequent to 
the acquisition of the bank. Furthermore, the surplus should be 
segregated, showing the paid-in surplus and the earned surplus, 
or undivided profits, separately. The corporation does not follow 
the desired policy of submitting a profit-and-loss statement. 


BANK-HOLDING CORPORATION “B”’ 


Resources 


Book value of capital surplus and undivided profits 
of the 10 Bank-holding Corporation “B” Banks $7,612,793 
Less minority interest therein (including directors 


EP er Ee OCR OED eee 145,640 
Bank-holding Corporation B’s ownership therein............. $ 7,467,153 
Other receivables and assets, net....................0c-cee: 29,300 
ee Se I ccc cee ec bcedseccccauccus 6,670,080 

PS .. Mocs FE ieee. BA A. A $14,166,533 
Liabilities 
Capital stock outstanding (809,468 shares) . . $ 8,094,680 
Surplus and undivided profits (Dividend of $242, 840.40 paid 
I a ce AbWee ohne eau a oo ween bbe Mae ES 6,071,853 
a 6 ts id i ag 1 a oa $14,166,533 


Bank-holding Corporation ‘‘C”’ 


The balance-sheet of Bank-holding Corporation ‘“‘C”’ appears 
to have been taken from the books of the corporation, and for 
this reason it is preferred to the previous two. Furthermore, it is 
drawn up in the generally accepted accounting manner. This 
statement was prepared by a reputable accounting firm. It 
appears that statements audited by public accountants tend to 
conform to practices recommended in this article. 


Balance-sheet 


Assets 
Cee Ces i56.. vis cided nies Ce ceins G45 6 $ 4,853,390 
Stocks and bonds, at lower of cost or market............... 2,393,150 
Dividends, notes and accounts receivable................... 3,619,510 


Investment in stocks of banks and subsidiary companies, at cost 123,800,460 


SROs SN RRS. CEE RE TR. $134,666,510 
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Liabilities 
Dividend payable January 1, 1930....................205. $ 1,434,960 
Capital and surplus: 
Represented by 22,346 shares of initial non-par-value stock and 
803,904 shares of fully participating non-par-value stock.... 133,231,550 


$134,666,510 


The paid-in capital and the earned surplus should be segregated 
and not grouped in a single item. It would also be interesting to 
learn how the cost of investments in subsidiaries was determined, 
in view of the fact that the stock is without par value and was 
issued, it may be presumed, largely in exchange for the stock of 
the subsidiaries. (Such an explanation; of course, need not be 
incorporated in a balance-sheet.) On referring to the combined 
statement of condition of banks owned, it appears that the total 
of the capital stock, surplus and undivided profits of the sub- 
sidiaries amounts to $65,139,469, as against an investment in 
stocks of banks and subsidiary companies of $123,800,460. This 
indicates that stock which has a book or break-up value of the 
former figure is carried at the latter. As stated above, in a 
properly prepared consolidated statement of the holding corpora- 
tion and subsidiaries, the difference should be carried as goodwill. 

This corporation does not present an independent income state- 
ment but gives a combined summary of income, in which, for 
present purposes, we are not interested since it is not indicative 
of the position of the holding corporation itself. 


Bank-holding Corporation ‘‘D” 


The data given in the annual report of this company are suffi- 
cient and require little comment. The following commendable 
statement appears in the report: ‘‘We have obtained from each 
bank in the group an earnings statement for the entire year of 
1929, and where the bank was not in operation for the full year, 
its income has been carefully estimated. Based on these figures, 
the annual net operating profit accruing to the corporation, after 
deducting all expenses and taxes, will amount to $ or 
$4.73 per share of our stock. It is not to be understood that 
these earnings have actually been received by the corporation; 
nor will they be received hereafter. It is the policy of your 
officers to ask dividends from the several banks only sufficient to 
meet our own dividend requirements, and to allow the excess 
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earnings to remain in the several banks in the form of surplus or 
reserves, thus continuously strengthening the component parts 
of the entire organization.”” It is stated that the item ‘‘stocks” 
represents the valuation at the time of the purchase of equities 
in affiliated corporations. 


Balance-sheet ! 


Resources 


Cash on hand $ 976,343 
Bonds and commercial paper.......... 2,167,930 
Bills receivable x3 Sepecusccen 
Accounts receivable. . . 


Total quick assets ES. SANE EO $ 4,670,007 


Furniture and fixtures. . 4,340 
55,894,709 


3,110 
$60,572,166 


Capital* $38,500,614 
Surplus and undivided profits 21,730,546 
Dividend payable, January 1, 1930....... 341,006 


$60,572,166 
Bank-holding Corporation ‘‘ X” 


The following statement is fairly typical of the statements 
rendered by bank-holding corporations. It appears to have been 
accurately taken from the books of the corporation and to have 
been submitted in the usual condensed form. 

Financial position of Bank-holding Corporation ‘‘X”’ 


Resources 


Commercial paper, call loans, and cash $ 2,147,240 
Notes receivable (secured) 3,614,227 

1,876,125 
Accounts receivable 19,800 
Stock of affiliated companies 


Total resources $50,664,232 


$40,174,850 


1 This is a statement of the holding company itself independent of subsidiaries. 
* The report states that there was outstanding a total of 1,540,024.56 shares of an authorized 
capitalization of 5,000,000 shares of a par value of $25 on December 31, 1929. 
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Reserve for contingencies 
Reserve for dividends 1,289,382 


$50,664,232 


The annual report states that the corporation had outstanding 
803,497 shares of capital stock with a par value of $50.00 a share, 
thereby giving desired data regarding the capital account. While 
the combined financial statement of affiliated institutions dis- 
closes capital stock, surplus and undivided profits aggregating 
$24,763,940 as of December 31, 1929, according to the balance- 
sheet, it appears that stocks of affiliated companies are carried at 
$43,006,840, or practically double the tangible or break-up value 
of these stocks as disclosed by the combined financial statement 
of affiliated institutions. The corporation does not give its own 
statement of earnings; instead it gives the combined statement of 
the earnings of the group. As stated before, the latter gives no 
indication of what will be considered as income by the holding 
company. 

Bank-holding Corporation ‘“‘ Y”’ 

The following accounts present to stockholders in proper form 
all the required information. In this case the holding company 
does not own outright any of its subsidiaries and consequently no 
consolidated balance-sheet is required. Nevertheless, the bal- 
ance-sheet containing the account ‘‘ bank stocks at cost’’ should 
state the market value of these stocks, since it is information that 
should be given to stockholders. However, the main account, 
to which attention should be drawn, is the adjustment of cost of 
bank stock account in the undivided profits statement. This 
indicates that out of the dividends received, $8,653 were earned 
prior to acquisition by the holding company, and that this amount 
has now been properly applied to reduce the cost of bank stocks. 
This company is the only one, which has come to my attention, 
that has incorporated such an account in financial statements. 

Balance-sheet 
Assets 


Bank stocks, at cost $12,490,687 
U. S. government and municipal bonds at cost 834,767 
Other investments, at cost 65,040 
Cash in banks and on call 1,106,293 
Accrued interest receivable 45,676 


$14,542,463 
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Liabilities 
Provision for federal and other taxes 
Dividends payable, January 2, 1930 
Capital shares: 
200,000 shares no par value amount paid thereon $14,000,000 


Undivided profits 
$14,200,463 


$14,542,463 


Income: 
Dividends 435,610 
Interest ; Pi MELA 263,900 


Miscellaneous 1,004 


700,514 
Less: 
Expenses paid, including compensation of Bank-holding Cor- 
poration “Y” 
For services 


91,200 


609,314 
Provisions for federal and other taxes ‘ 35,004 





Net income 574,310 
Undivided Profits 

Balance, December 31, 1928 32,506 

Deduct: Adjustment of cost of bank stock 8,653 


23,853 
Add: Net income for the year ended December 31, 1929 574,310 


598,163 
Deduct: Dividends paid 450,000 


Undivided profits 148,163 


Bank-holding Corporation ‘‘Z”’ 


The following balance-sheet is significant not only in that it 
gives all desired information, but because it is the statement of a 
large bank-holding corporation. 


Balance-sheet 


Investments: 
Bank of A, and A Company $120,001,091 
B Company of America 225,324,640 
Bank of B, and B Corporation 6,124,965 


1 Incidentally in this case also the accounts were prepared by a reputable accounting firm. 
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Bank of C, and C Company 4,306,701 
I Company 600,000 
E Fire Insurance Company 1,410,603 
E Mortgage Company 250,000 
G Agricultural Credit Corporation 325,000 
The “H” Joint Stock Land Bank 742,000 
K Holding Company (now M Corporation). . $359,285 ,000 





Cash: 
On deposit and due from banks 2,100,000 
Receivables: 
Declared dividends—“ D"’ Company 
Advances—“B’’ Company 5,690,000 





$367 ,075,000 
Liabilities 


Dividend payable January 25, 1930: 
In cash 


Accrued: 
State corporate taxes, etc. (not 
payable until after date of 
balance-sheet) 


Capital stock and surplus: 
Authorized 20,000,000 shares.. ... $400,000,000 


Less: 
Unissued 12,000,000 shares 


Issued and outstanding 8,000,000 


$160,750,000 


Paid-in surplus: 
From sales and exchanges of stock... $300,000,000 
Less: Stock dividend paid (100%).. 100,000,000 


Profit-and-loss surplus: 
Consolidated net profit for the year 
ended December 31, 1929 $ 20,300,000 
Less: Earnings for year of com- 
panies included in above but not 
taken into income of Bank- 
holding Corporation “Z” 


$ 19,100,000 
293 





The Journal of Accountancy 








Deduct: 
Dividends paid and declared: 
Cae... osdewcacas Sea 
3,500,000 $ 15,800,000 $ 3,300,000 $364,050,000 





$367,075 ,000 


It will be noted that the desired elaboration of the capital-stock 
and surplus accounts has been given, and there is some indication 
as to how the value of investments was ascertained. 


JUSTIFICATION FOR CONTEMPORARY PRACTICES 


After presenting and criticizing a number of the published 
statements of important bank-holding companies, it might be 
advisable to consider possible reasons why some of these state- 
ments are prepared as they are. In the first place banks are in a 
position different from that of most business organizations. They 
have a large number of depositors to consider and have to produce 
accounts which all may understand. They enjoy a reputation of 
being conservative in their business, and they can not afford to 
be radical even in the method of presentation of accounts. The 
perpetuation of a method of presentation which is well understood 
is calculated to preserve that confidence which is so essential to 
the life of a bank. Therefore, bankers, when they organize a 
holding company, endeavor to present its accounts in the form 
to which they have been long accustomed. This tendency, of 
course, will gradually diminish when it is recognized that it is a 
large number of stockholders and not of depositors which the 
holding company has to consider. 

Fortunately, however, many holding companies have now 
realized that it is with the investing public that they, as holding 
companies, are primarily concerned, and accordingly they pre- 
sent their accounts in the accepted form. Their example will no 
doubt be followed sooner or later by all the others, leaving the 
individual or even the combined banks to issue statements inde- 
pendently for the benefit of depositors. 

Many of the holding companies whose accounts have been 
considered had been recently organized and were presenting their 
first annual reports. They adopted the combined form as they 
were desirous of submitting a good statement. This obviated 
the necessity of their having to disclose inconvenient facts and 
gave them a full operating period of six months to put their house 
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in order. During this time they also had the opportunity to 
study the reports of their contemporaries. 

It has been noticed that there is a tendency to the holding com- 
pany to give a combined balance-sheet of its various subsidiary 
banks, together with a combined profit-and-loss account, supple- 
mented by the various balance-sheets of the individual banks. 
This method of presentation of accounts is applicable to branch 
banking, where a parent operating bank controls a number of 
branches. It is particularly applicable in such cases inasmuch as 
it shows the depositors all the facts in such a way that they can 
quickly and easily understand, but it should not be used in group 
banking. 

It is reported that the economic policy commission of the 
American Bankers Association is endeavoring to develop a proper 
method of preparation and presentation of financial statements. 















SUMMARY OF RECOMMENDED ACCOUNTING POLICIES FOR BANK- 
HOLDING CORPORATIONS 


A brief and general discussion of certain outstanding bank- 
holding corporation accounts has been presented. While many 
more examples might be given, the same general principles would 
apply. They all indicate the advisability of a conservative but 
thorough statement. In order to accomplish this purpose, the 
following points should be stressed: (1) give such particulars as 
will disclose the general nature of the assets and liabilities and 
how the values have been computed; (2) organization expenses 
and goodwill should be separately stated; (3) investments in 
banks held for the purpose of control should not be combined with 
other investments; (4) loans to or from affiliated banks should be 
stated separately in the aggregate; (5) loans and investments 
should not be combined; (6) a complete summary of the capital 
stock should be given; and (7) expense and income accounts 
should be made available in considerable detail. 

Balance-sheet data are stressed because some leeway exists and 
certain arbitrary figures could be set up. Furthermore, sundry 
assets can be combined in such a manner as to conceal their 
identity. On the other hand, in the profit-and-loss statement, the 
various accounts are simply the balances of such accounts shown 
by the books. While some arbitrary grouping may take place 
the net result is not affected. 
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H. P. BAUMANN, Editor 
AMERICAN INSTITUTE EXAMINATIONS 


[NotE.—The fact that these solutions appear in THE JOURNAL OF ACCOUNT- 
ANCY should not cause the reader to assume that they are the official solutions 
of the board of examiners. They represent merely the opinions of the editor 
of the Students’ Department.) 


EXAMINATION IN ACCOUNTING THEORY AND PRACTICE—Panrt II 
November 14, 1930, 1 P. M. to 6 P. M. 
The candidate must answer all the following questions: 


No. 3 (27 points): 

The Pine Lumber Company is the owner of a tract of timber, of which it is 
estimated there will be 1,330,000,000 feet remaining to be cut at January 1, 
1931. It intends to cut off this timber and manufacture it over the ensuing 
ten years, and its present plant, main-line railroad and equipment will be 
adequate for that purpose with normal replacements. 

In the analysis of the accounts for the three years ended June 30, 1930, the 
following items of expenditure were shown: 


New plant extension $385,750 
Plant and main-line railroad replacements 101,070 
Equipment replacements 116,480 


Construction of logging spurs 217,300 
$820,600 


Plant and main-line railroad replacements as above may be considered 
normal for a three-year period under the usual operating conditions. Equipment 
replacements may, likewise, be assumed to be normal, but it is to be expected 
that necessary purchases of new equipment will depend on the number of feet cut. 

It is estimated that the construction of logging-railroad spurs into 1,000,- 
000,000 feet of the remaining timber will cost $000,000: spurs already con- 
structed are available for logging 330,000,000 feet. 

The company’s operations for the three years from June 30, 1927, to June 
30, 1930, during which it manufactured 364,000,000 feet of lumber, are sum- 
marized as follows: 


Net sales of lumber and inventory adjustments $8,736,000 
Cost of sales: 
Logging, manufacturing labor and expense $6,576,770 
Amortization of logging-railroad spurs............ 172,900 
Depreciation, plant and main-line railroad 213,500 
Depreciation, equipment 133,910 
Depletion of timber 728,000 7,825,080 


Gross profit $ 910,920 
Selling and administrative expenses, taxes, etc 976,230 


Operating loss $ 65,310 
Interest paid 158,850 


Net loss for the three-year period $ 224,160 
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In order to liquidate all of its present indebtedness, the company is about 
to negotiate a loan for $1,000,000, to be dated January 1, 1931, with interest 
at 6 per cent. per annum on the unpaid balance, the principal payable in ten 
equal annual instalments beginning December 31, 1931. 

Using sales prices and expenditures as experienced for the three years to 
June 30, 1930, as a basis: 

Prepare a statement of the “conversion value” of the timber remaining at 
January 1, 1931, that is, the cash funds to be realized from the operations of 
the company available for liquidation of the principal under the proposed loan 
or for other purposes. Calculate the “conversion value” or cash funds to be 
realized per thousand feet of timber to be cut, to the nearest tenth of a cent. 

Prepare also a statement comparing payments to be met in each year under 
the proposed loan with the cash funds to be available each year, assuming that 
all the timber will be cut and manufactured in equal annual amounts. 

Note.—The foregoing relates to the determination of “conversion value”’ 
now commonly required by long-term creditors of timber operators, and 
requires statements other than the orthodox balance-sheet and profit-and-loss 
statement. 


Solution: 
Tue Pine LUMBER COMPANY 


Statement of the “conversion value” of timber, January 1, 1931 


Per 
1,000 
Amount feet 
Cash funds to be realized $31,920,000 $24.00 


Less: 
Cash to be expended: 
Replacements and construction: 
Plant and main-line railroad re- 
placements $ 336,900 
Equipment replacements....... 425,600 
Construction of logging spurs . . . 900,000 


a 





Total replacements and con- 
struction $ 1,662,500 $ 1. 


Manufacturing, selling and other 
expenses: 
Logging, manufacturing, labor, 
SP GOIN, .. 65c)5 5 Se Bus Os 
Selling and administrative ex- 
penses, taxes, etc............ 3,567,000 


$24,030,500 


Total manufacturing, selling 
and other expenses........ $27,597,500 





Total cash to be expended before payments of principal 
and interest on proposed loan 





“Conversion value’’ of timber 
Less—interest payments on proposed loan 
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“Conversion value’ of timber after payments for 
interest $ 2,330,000 $ 1.752 


Less—payment of principal of proposed loan . 752 





Balance of cash funds available to stockholders ..... $ 1,330,000 $ 1.00 








THE PiInE LUMBER COMPANY 
Working papers 
Statement of ‘conversion value”’ of timber, January 1, 1931 
To be realized 
during ten-year 
For three years period ended 
ended June 30, 1930 December 31, 1940 








Per Per 
1,000 1,000 
Amount feet Amount feet 
Production 364,000,000 feet 1,330,000 feet 


Cash funds to be realized from 
net sales $8,736,000 $24.00 $31,920,000 $24.00 





Less—cash to be expended: 

Plant and main-line railroad 

replacements........... $ 101,070 $ .278 $ 336,900 
Equipment replacements ... 116,480 .320 425,600 
Construction of logging spurs 217,300 .597 

(Estimated for the ten-year 

900,000 .677 

Logging, manufacturing la- 

bor and expense 6,576,770 18.068 24,030,500 18.068 


Selling, and administrative 
expenses, taxes, etc. ..... 976,230 2.682 3,567,000 2.682 





$7,987,850 $21.945 $29,260,000 $22.00 





Funds available for payment of 
loan and interest.......... $ 748,150 $ 2.055 $ 2,660,000 $ 2.00 








Note.—The estimates in the above statement are all based upon the cost per 
thousand feet of lumber manufactured (364,000,000 feet) during the three- 
year period ended June 30, 1930, with the exception of 

(1) Plant and main-line railroad replacements, and 

(2) Construction of logging spurs. 

The problem states that “plant and main-line railroad replacements. . . 
may be considered normal for a three-year period under the usual operating 
conditions,” and, further, that the estimated cost of construction of logging 
railroad spurs into one million feet of the remaining timber will cost $900,000. 
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In the statement on page 300 comparing the cash payments to be met each 
year, the disbursements for constructing the logging spur are recorded at 
$119,700 per annum for the first seven years and the remainder $62,100 is 
charged against the eighth year, inasmuch as the company apparently is re- 
quired to expend this cost in advance of actual operations in the uncut timber. 
This treatment is based on the statement that “spurs already constructed are 
available for logging 330,000 feet’’ after January 1, 1931. 


No. 4 (15 points): 

You foot the cashbook of the M Manufacturing Company for October, 
1930, reconcile the bank accounts as at the close of business on October 31, 
1930, and list the cash and cash items on hand at the beginning of business the 
following morning, with results as follows: 


Cash in bank and on hand at close of business on October 31, 
1930, including office cash fund of $3,500, ascertained as 


follows: 
Balance as at September 30, 1930... ...........ccecceees $ 26,250.25 
eg RR ee RPA errr tee 179,750.00 
$206,000 . 25 
Papenints Baie Cs . 5. on nnacwececencknaveusvecapess 174,311.42 
Balance as at October 31, 1930, per cashbook............. $ 31,688.83 
Bank balances, as reconciled: 

eR RO rr reer ee $ 21,413.28 

Ng ee rer a ney mame 5,260.10 

Downtown Trust Company—Payroll account............. 1,515.45 

Cash and cash items on hand: 

RR SOS RR EP ee See, Fe Pee ree 1,189.32 
*Receipt of mail clerk for postage fund. badge abewale 25.00 
*Receipt of shipping clerk for expressage ‘fund. ; pike 10.06 

Unentered vouchers for sundry payments made in cash.. 504.87 

I. O. U.’s for payroll advances (approved by factory manager) 213.43 

Cheque dated September 15, 1930, cashed for purchasing 

agent, returned by bank September 22, 1930, ‘account 

insufficient funds”; purchasing agent has promised to 
“quae gett. «oa0 1054500000000 60enne tenes 100.00 

Cheque of cashier, dated October 31, 1930, which he states 
was to cover cash withdrawn by him for personal use, 50.00 


Unentered cheque from the Transylvania Railway Co., dated 
October 20, 1930, which, according to the covering letter 
in the files, was received October 22, 1930, and relates to a 
claim filed by the M Manufacturing Company under date 
Ce oe See a ae 124.65 

Cheque of Green & Co. for bill of M Manufacturing Company, 
dated September 20, 1930, returned by bank October 31, 
— account payment having been stopped by Green & 


Tee ee Bo Ps Ae Pee A To by Pe 358.95 
Undeposited cheques from customers, as follow: 

Clark & Son, dated September 22, 1930, entered in cash- 

emi Daeeeinee Be ME in 0 so .panthosavenienbenss 287.50 
Jackson & Bro., dated September 22, 1930, entered in 

cashbook September bE Serer ere 240.75 
Miller & King, dated September 26, 1930, entered in cash- 

Seok Sapa Wp ee as kx bs neg bat aap rdasend ees 394.60 





* Assume that these funds were checked later on the same day and found to be in order. 
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Thompson Stores, Inc., dated September 29, 1930, to be 
entered in cashbook as of November 1, 1930.......... $ 150.30 
Retail-stores collections to noon, October 31, 1930, to be 
deposited and entered in cashbook as of November 1, 
GODD. oc uccnscvccvndsspeenstioscs dessneneueeeee 211.45 
Consider the propriety of the foregoing items and list any that you would 
be prepared to exclude in ascertaining the actual status of the cash account. 
Give reason for exclusion in each case. 





Solution: 

If the office cash fund of $3,500 included in the auditor’s reconciliation of the 
cash accounts is eliminated from the balance which he used as at September 30, 
1930, it would appear that his reconciliation of the bank accounts as stated is 
correct. 


Balance as at September 30, 1930............... $26,250.25 
Est I «6 0's Kha cabicdkeseas ee 3,500.00 
Adjusted balance as at September 30, 1930....... $ 22,750.25 
A re eer 179,750.00 
is isos 305. 006 Laws «taken dba $202,500. 25 

Payments during October...................44. 174,311.42 
Adjusted balance as at October 31, 1930, per cash 

book (bank accounts only)................... $ 28,188.83 
Bank balances as reconciled: 

First National Bank, Blankville............... $21,413.28 

Downtown Trust Company................... 5,260.10 


Downtown Trust Company, payroll account... 1,515.45 


ee A I os ons on 243 cae ae cee $ 28,188.83 


Subject to the acceptance that the “bank balances, as reconciled” by the 
auditor, are correct, the candidate may devote his entire attention to the office 
cash fund of $3,500 for which the cashier is accountable. The following items 
of cash or authorized payments of cash for which he had not been reimbursed at 
the time of the examination may be accepted in determining the status of his 
cash account: 


Cov on hand. 505s eos cu eee os deere ee $ 1,189.32 
Receipt of mailing clerk for postage fund. ................4.. 25.00 
Receipt of shipping clerk for express fund . (ase Pee Riis 10.00 
Unentered vouchers for sundry payments made j in ent. oe eee 504.87 


If these vouchers were properly authorized they should be 
charged to the respective expense accounts and credited to 
office cash-fund account. 

I. O. U.’s for payroll advances (approved by factory 


Ss SLE Tat: Bee me re ee oe 213.43 
Cheque dated September 15, 1930, cashed for pur- 
I oT) rite Ye 100.00 
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Cheque of cashier 
The three foregoing items should be charged to 
an account ‘“‘advances to employees” and credited 
to office cash-fund account. 


Total cash or “cash items” ———— $_ 2,092.62 
Apparent shortage, subject to revision........... 1,407.38 


$ 3,500.00 


The auditor is confronted with many points which require explanation on the 
part of the cashier, which should be put to him immediately. Why has he not 
deposited the following cheques bearing September dates? And why have the 
first three been entered in the cash book during September, although the last 
one was not entered? 


Entered in cashbook during September: 
Clark and Son 


Jackson and Bro 
Miller and King 394.60 $ 922.85 


Not entered: 


Thompson Stores, Inc 150.30 


$ 1,073.15 


These cheques should be immediately deposited to ascertain their collectibil- 
ity, along with the cheque of the cashier for $50.00, and that of the Transylvania 
Railway Co., $124.65. The procedure of the auditor will depend upon the 
information given to him by the cashier in reply to the above questions. The 
candidate, however, may proceed on the assumption, inasmuch as the problem 
definitely states that the cashbook for the month of October was footed, and 
further that the auditor based his reconciliation upon a balance at September 
30, 1930, which apparently was not verified by him, that this balance at Sep- 
tember 30, 1930, was incorrect. If the bank account on the books was charged 
with the three cheques of $922.85 received and entered in the cash book during 
September, but not deposited, any reconciliation of the bank account per 
books and the bank account per the bank statements would have to consider 
these cheques as a reduction of the bank balance per the books. In other 
words, when the cashier entered these remittances in the cash book and posted 
them to his bank account he charged this account with $922.85 more than was 
deposited and credited to the company’s account by the bank. However, in 
view of the nature and treatment of other items and transactions affecting the 
cash account it appears that the cashier has been attempting to cover up a 
shortage. The assumption seems reasonable, that, although he entered these 
cheques in the cash book, and posted the credit to the customers’ accounts, he 
“short-footed’’ the cash book, in order that the bank accounts on the books 
would not be charged with this undeposited $922.85, and thus, would be in 
agreement with the amount credited by the bank. Therefore, this amount 
should be excluded in considering the status of the cash account. 
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The cheque of Thompson Stores, Inc. ($150.30), was neither entered in the 
cashbook nor deposited (and credited by the bank). Because it was taken up 
by neither, the item may be excluded until entered and deposited. The same 
applies to the remittance from the Transylvania Railway Co. ($124.65), which 
should, however, be entered, deposited and credited to “‘claims”’ account. 

The cheque of Green & Co., for bill of M Manufacturing Company ($358.95) 
dated September 20, 1930, returned by the bank October 31, 1930, because 
payment was stopped by Green & Co., should be excluded. The cashier 
should be questioned to ascertain why the cheque was held from September 20, 
1930, to the date of deposit (assumedly just prior to October 31, 1930). When 
payment is stopped on a cheque deposited, the bank may require a cheque 
from, or may charge the protested cheque to the account of the depositing 
company. Payment by currency would be most unusual. The auditor should 
determine what method was followed by the bank, and learn if the bank bal- 
ance had been reduced by the amount of the cheque. If his reconciliation is 
not affected in any way, that is, if both the bank accounts per books, and per 
bank statements were reduced, Green & Co. should be charged with the amount 
of the protested cheque. The auditor should, however, refer to the account 
with Green & Co., to learn if that were in order. 

Retail stores collections to noon, October 31, 1930, to be deposited and en- 
tered in cash book as of November 1, 1930, should be excluded in verifying the 
cash account as of October 31, 1930, unless the office cash-fund account was 
increased by the $211.45 which could be credited to cash sales and/or accounts 


receivable. 
The cheque of the cashier dated October 31, 1930, should be questioned as to 


collectibility. If uncollectible, it should, of course, be excluded from the cash 
items listed above. It should be further noted that the receipts of payments 
made to the mail and shipping clerks were included as cash. These funds 
which were checked “later on the same day and found to be in order” should 
have been verified simultaneously with the cash in the custody of the cashier. 
The auditor is subject to criticism in not following the accepted principle of 
maintaining control of all cash until verified. 











Correspondence 
MULTIPLE ENTRY 


Editor, THE JOURNAL OF ACCOUNTANCY: 

Str: Recently, while on a trip through the southwest, I had occasion to 
remain one night in one of the large cities of the Lone Star state. In the ab- 
sence of more entertaining literature, I picked up the local telephone directory in 
the hotel room and learned to my astonishment that the classified section con- 
tained 134 listings for professional accountants, distributed under eight 
headings, as follows: 


ne ts aaa & G 65 
American Institute accountants.................... 14 
Cortemed public Gccoumtants. .. ccc cece 31 
ye ieee on cau bees een eh he we ea bon 2 
ten aug con dative es Deanne 1 
re ss neces s unis eeeeeeke b 18 
SELLE PEN ILO OT EE EOE 2 
EIEIO CEPT. bers Pie 1 

ME. <'d creda so ce nea ea aac Cee ee Le ob ae 134 


Recalling that not more than ten years or so ago the total number of practi- 
tioners in this particular city did not exceed twenty, my curiosity was aroused 
and I undertook to ascertain the reason for what appeared to be a remarkable 
increase in the number of practitioners. I soon found, however, that the in- 
crease in the number of practitioners was more apparent than real, there being 
only 41 different telephone numbers represented in the 134 listings—in other 
words, there were, on an average, more than three listings for each practi- 
tioner. 

Further analysis of the listings disclosed that one practitioner alone—a local 
firm with national affiliations—was responsible for no less than 27 of the 134 
listings. These 27 listings were distributed as follows: 


Heading No. of listings 
I Rn i linn vn Rae Ge we 12 
American Institute accountants.................... 4 
Certified public accountants. ...................... il 

RS ee ee ee oe eee eee eee ae 27 


It would be interesting to know why this firm failed to take advantage of the 
further possibilities in the way of publicity by repeating their listings under the 
headings for cost accountants, hotel accountants and income-tax accountants. 
Could it have been because of insufficient experience in these particular fields of 
professional effort? Or did they consider that approximately 20% of the list- 
ings should enable them to obtain « fair share of the local business? Or may we 
assume that the decision to shun further publicity was based on a disinclination 
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to appear unduly monopolistic? In any event, it would seem that this prac- 
tice was not “born to blush unseen and waste its fragrance on the desert air.”’ 

The whole tale is not told yet, however. Let us now consider the listings 
applicable to the national firms. One of these firms appeared eleven times— 
four times under accountants, three times under American Institute account- 
ants, twice under certified public accountants, and once each under cost ac- 
countants and income-tax accountants. One of these listings was in the form 
of a “‘card’”’ and several were in bold type, for which there is an extra charge. 

Another national firm was a close third in this race for publicity, with ten 
listings. Of these, three each were under the headings accountants and income- 
tax accountants, and two each under the headings American Institute account- 
ants and certified public accountants. In this instance there was no “card” 
but bold type had been used for the main listings under two of the headings. 

Of the other national firms represented in the listings, two had four listings 
each, two had two listings each, and one was represented by but one listing in 
light type. Apparently the last-named firm is of the opinion that the extra 
listings serve no useful purpose and constitute a waste of money. 

As a final step in my inquiry, I calculated that the accountants of this 
particular city are expending at least $1,200 a year for “cards”’ and extra list- 
ings in the classified telephone directory. True, members of the Institute are 
not specifically prohibited, under the rule of conduct relating to advertising 
(No. 11), from inserting extra listings in classified telephone directories, but I 
regard unnecessary repetition of such listings as a manifestation which if not 
corrected will lead to more direct forms of advertising. In fact, I am reminded 
of the old story of the Arab, who in a moment of weakness, permitted his 
camel to put his head under the tent with the result that the camel “kept 
a-pushin’ and a-shovin’ " until he got his whole body in and the hospitable 
Arab was obliged to move out before the expiration of his lease. 

Yours truly, 
A SUBSCRIBER. 


New York, February 20, 1931. 
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APPLIED ACCOUNTING PRINCIPLES, by Emmett Reimp SANFORD 
Thomas Y. Crowell Co., New York. 538 pages. 

The wrapper says that Applied Accounting Principles is a strictly elementary 
text to cover a one-year course in colleges and universities, for students who 
have had no previous training in the subject. It is just that—one arrives at 
page 219 to be told that ‘“‘when the customers pay for the goods sold to them 
on account the amount (sic) must be posted to the individual’s account.’’ In 
the preceding 218 pages the author has dealt minutely with the rudimentary 
ideas and the very earliest steps in bookkeeping, illustrating his teaching with 
exhibits and exercises adapted to the mind of a very young person. 

Through the greater part of the book, apparently for the sake of simplicity, 
the text refers only to transactions of single proprietorships and partnerships, 
corporation accounting being introduced at page 360. From this point the work 
is much more advanced. 

For the purpose set forth on the wrapper, cited above, the book is highly 
satisfactory. One can not well teach in a one-year course to a general college 
student, without any training in the subject, any more of accounting than any 
bookkeeper should know. 

Professor Sanford has covered only limited ground but has covered that area 
lavishly both as to minuteness of explanation and quantity of exercise material. 
He has adhered to generally accepted methods and shows great caution in 
approaching disputed matters. 

His caution has its humorous side. In the discussion of the relative fixity of 
fixed assets he says of land that it is “fixed as to location and comparatively 
permanent as to existence.’’ Well, it is rather permanent as to existence except 
where New York keeps digging it out to make subways. 

The outstanding feature of the book is its profusion of explanations and illus- 
trations of the manner in which should be recorded every little transaction 
likely to be encountered in bookkeeping for small commercial enterprises. To 
a beginner in the study of bookkeeping one may safely recommend it provided 
that the student use it only for its intended purpose and not as a textbook in 
English. Much of the English is quite poor, even to the extent of obscuring the 
meaning, and the punctuation is worse. Spring catalogues of seedsmen are 
now coming to hand; their instructions for planting seeds seem to have been 
followed in distributing commas. “ Draw a line and sprinkle the seeds evenly 
along its length.” 

Your reviewer knows how prone the human hand is to stick in a comma asa 
sort of resting place when that weary feeling supervenes and would blame not 
the author but the proof-reader. That is always a good plan. But perhaps 
the proof-reader, too, had a feeling of lassitude; it is excusable in anyone who 
has to read any great quantity of accounting literature. It is too solemn; there 
is no comic relief; there are no pictures; the effort demanded of the author 
who would go over his own work to correct slips of grammar and punctuation 
is painful. If it be done at all let the proof-reader do it. 


Index and binding are distinctly good. 
F,. W. THORNTON. 
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CORPORATION ACCOUNTING, by Wittiam T. SUNLEY AND PavuL W, 
PINKERTON, The Ronald Press Co., New York. Cloth, 570 pages. 


Sunley and Pinkerton’s Corporation Accounting deserves a more distinctive 
name—“ Analyzing Corporation Accounts,” or something like that. There are 
texts galore on corporation accounting, dealing for the most part with more or 
less elementary methods of bookkeeping for corporations with incidental ven- 
tures into brief analyses and explanations. But this is the first book I have 
read which devotes its pages mainly to analyzing not only the accounts peculiar 
to corporations but also to conditions giving rise to those accounts. Asa guide 
it has long been needed by corporation accountants, and to students of account- 
ancy in general it should be a good manual for training in logical analyzing. 
Members of the profession will find it a handy reference book, for the authors 
have made an exhaustive study of the complicated field. 

There is nothing dogmatic in the authors’ conclusions. Differing methods 
and theories are impartially described and fairly compared, as, for instance, in 
the chapters on no-par stock, paid-in and earned surplus, valuations, etc. 

The authors have made liberal use of illustrative journal entries which to the 
accountant are as valuable as blue prints to the engineer. This feature should 
commend itself to the younger student, helping to fix in mind the practical 
effects of the solutions described in the text. 

However, I venture to take exception to the solution given on page 51, in 
which the conditions stated are that an officer of the corporation agreed to 
accept one-half of his yearly salary of $24,000 in stock of the corporation. 
According to the solution this agreement is recorded by the journal entry— 


Stock subscription receivable 
Capital stock reserved for subscriptions $12,000 


Thereafter in due course “salaries paid” is debited and “stock subscriptions 
receivable” credited each month with $1,000, with the explanation “To apply 
one-half . . . salary to his subscription a/c.”’ If the officer actually has sub- 
scribed for the stock, well and good. But as the problem states that he has 
merely agreed to accept stock in part payment of future salary, it seems to me 
this entry saddles him with a contingent liability that might prove embarrassing. 
Suppose the corporation should fail, could not the creditors hold the officer 
for the unearned balance of his subscription? 

One may also doubt the expediency, at least, of the journal entry (p. 98) 
to record the purchase of a corporation’s own stock in a state where such pur- 
chase is prohibited by law. It would bea plain admission of an ultra vires act 
which might involve the directors in serious trouble. 

W. H. Lawton. 


SOLUTIONS TO C. P. A. PROBLEMS, by Jacon B. TAYLOR AND HERMANN 
C. Miter. McGraw-Hill Book Co., Inc., New York. Cloth, 486 pages. 

As a companion volume to their textbook, C. P. A. Problems, published last 
year, Messrs. Taylor and Miller now offer Solutions to C. P. A. Problems, con- 
taining the answers, as the authors see them, to the problems of the former 
volume. “He who runs may read,” but unless he works out the problems in 
advance he will “run” a fine chance of failing in a C, P. A. examination for ob- 
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vious reasons, not the least of which is that no examiner is now likely to make 
use of these problems. This is said merely as a warning to those lazy students 
who may hope the book will prove a short cut to the coveted certificate. 
No solutions are given to the auditing and theory problems of the first volume. 
W. H. Lawton. 


HISTORY AND SURVEY OF ACCOUNTANCY, by Witmer L. Green. 
Standard Text Press, Brooklyn. 288 pages. 

Instead of writing a proper review of this work, I present a tale of personal 
disillusionment and disappointment. It was with real pleasure that I received 
the book for review, for it indicated that an American accountant is really 
interested in the historical and non-practical aspects of the profession, a field 
hitherto practically monopolized by Europeans. Being personally more 
interested in the early history of bookkeeping than in the later developments of 
professional accounting, I turned at once to the chapter entitled, ‘ History of 
bookkeeping.”” My eye was greeted and my heart warmed by the large 
number of well-made reproductionsof pagesof oldtextsandaccounts. But there 
the disillusionment began and the more I read the greater the disappointment, 
so that having finished that chapter I had no heart to read the rest of the book. 
It is quite likely, and indeed to be hoped, that the other chapters are more 
satisfactory, but the one chapter read was so full of errors that it hardly 
seemed worth while to examine the remainder. 

So ungracious an appraisal of a book requires substantiating evidence. It 
seems necessary to cite instances of errors in order that this statement should 
not seem inspired merely by some blind prejudice. 

In the first place attention is called to the reproductions of old books and 
accounts, of which there are some twenty in this chapter. But among these 
one described as the title page of Pacioli’s treatise is not a title page, nor is the 
one given as the title page of Rocha’s arithmetic rightly so called. More dis- 
tressing is the supposed title page of Giovanni Tatliente’s work on accounting, 
for the reproduction is not of the work mentioned in the text, but represents 
another work whose authorship is ascribed, not to Giovanni Tagliente, but 
to a relative, Girolamo, and the book is one which does not deal with account- 
ing. 

The translations are also misleading. Attention is called here only to errors 
of significance to those interested in the technique of bookkeeping. Outstand- 
ing is the frequent mistranslation of the Italian cassa and the French casse as 
“account’”’ where it should be rendered “cash.” Thus a journal entry which 
in modern accounting jargon would be rendered, ‘“‘ Cash Dr. to Pierre’’ reads in 
the translation, “ Debit account of Pierre.’’ This mistake, repeated several 
times, entirely destroys the character of the journal entry. In another place 
Stevin introduces the familiar personalistic explanation of a debit to cash, 
practically the same as that expressed in the quaint language of the English 
version of Ympyn which runs: 

Forasmuche as the money is al waies kepte in some place as Cofers or 
Chestes, we will call the place that kepeth the money by this name Casse. 
. . » And then understandyng that we meane by this worde Casse, the 


Chest that kepeth the redy money, . . . we maie procede in our worke 
and saie: By Casse, to George Haute, &c. 
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But the translator renders it, ‘ In putting the money in an account, as if I gave 
it to it in charge, I say that the said account owes me money.” Here casse 
which should be given its literal meaning of ‘“chest”’ loses all significance by 
being rendered “account.’’ The translation of the heading to chapter 35 of 
Pacioli is misleading, the reference to the journal being entirely out of place, and 
the later phrase, ‘‘One must be a good bookkeeper and a capable accountant” 
is shown by the context to be incorrect. What Pacioli meant was that before 
learning bookkeeping one must master the use of figures as taught in the earlier 
portion of the Summa. In the title page of Manzoni, guaderno is translated 
“‘cash-book”’ instead of “ ledger,”’ and on page 128 comptes is rendered “ books,” 
again destroying its accounting significance. It is only fair to the author to 
state that these mistranslations were probably made by another, to whom the 
author.in the preface expresses misplaced gratitude. 

The ideas of Pacioli in regard to bookkeeping are misrepresented in several 
places. The moneys received were not to be converted into the standard 
money of account in the Memorial, for Pacioli distinctly states, in chapter XX, 
that the conversion is to be made when the item is transferred into the journal. 
The author misconceives the location of dates in journal and ledger; the lines 
drawn across the journal entry to indicate that it had been posted were not to 
be drawn in opposite directions but somewhat parallel, as is fully indicated in 
Manzoni's sample journal. Debit entries, not debit accounts, are to be placed 
on the left-hand page of the ledger. Ledger accounts were not formed on a 
single page, but on the two opposite pages. Mercantile expense was not to be 
apportioned to various shipments, for Pacioli specifically says in chapter 
XXXIV that this account is to be closed into profit-and-loss. 

The picking of flaws does not necessarily prove that a book is not praise- 
worthy. But, however much allowance may be made for the recent style of 
impressionistic biography, when it comes to a matter-of-fact history of book- 
keeping, especially a history of the literature of the subject, it is fair to demand 
a high degree of accuracy, careful scholarship and scrupulous attention to 
bibliographical detail. The cited instances in which this history fails in these 
respects have been merely illustrative; many more could be given but are 
omitted out of respect to the patience of readersof THE JOURNAL. Enough has 
been given to show that the book is by no means satisfactory. There is still 
room for a comprehensive history of bookkeeping. But to compete with 
Besta, Kheil and Row-Fogo it must be more accurate and trustworthy than the 


present treatise. 
HENRY RAND HATFIELD. 


FINANCIAL STATEMENTS IN ANNUAL REPORTS TO STOCKHOLD- 
ERS, published by the Policyholders’ Service Bureau, Metropolitan Life 
Insurance Co., New York. 72 pages. 

Financial Statements in Annual Reports to Stockholders, a monograph recently 
issued by the policyholders’ service bureau of the Metropolitan Life Insurance 
Company, affords in brief compass an instructive reference to forms of pub- 
lished accounts. 

The striking development of corporate enterprise in every field of industrial 
and commercial activity has been accompanied in recent years by a notable 


309 








The Journal of Accountancy 








growth in the number of stockholders. Not so long ago a census of investors 
and others interested in corporate securities would have been an easy task 
within a restricted range. Searching today for the average investor, we shall 
probably find the average American. At any rate, his trail leads from coast to 
coast; in short, the major industries, at least, are publicly owned. Parentheti- 
cally, the gloomy winter of their discontent now obscures the sun. But that 
is another story—and, can spring be far behind? 

With this widespread community of interest, the administration of corpora- 
tions involves the responsibility of providing such information as will enable 
stockholders and others to appraise their interests on a supportable basis of 
fact rather than the fancies of conjecture. The necessity for clear and informa- 
tive accounts and their importance in stockholder-public relations is increas- 
ingly recognized, as is evidenced by the comprehensive statements now issued 
by many representative corporations. Influenced by a changed viewpoint of 
progressive executives, reticence in accounts that present apparently with 
reluctance and misgiving a minimum of information is giving way to more ade- 
quate statements. There is, to be sure, no transformation; there is, however, 
a pronounced trend observable at least as far as the financial position is con- 
cerned. At the same time, the statement of operations, the profit-and-loss ac- 
count, continues with notable exceptions largely along traditional lines—a mere 
framework with little form and less substance. Evidently sales volume, costs, 
expenses must not be disclosed, except under a sort of duress, otherwise the 
business may be exposed to the hazards of sales resistance, competitor attack, 
regulatory enactments. Actually there does not appear to be substantial 
ground in the reasons assigned for these apprehensions; nevertheless as an ex- 
pression of an inherent caution they persist. 

With these observations one may turn with profit to a brief consideration of 
the monograph mentioned, Financial Statements in Annual Reports to Stock- 
holders, which summarizes the conclusions andéreproduces specific statements 
following an examination of some five hundred annual reports to stockholders, 
embracing banks, department stores, railroads, manufacturing companies, 
mining and public utilities. 

The elements and classification of a balance-sheet are graphically illustrated 
from selected reports, while the balance-sheets and profit-and-loss accounts in 
like manner exemplify well drawn, informative statements that promote under- 
standing of the financial position of the reporting companies. Then, too, the 
accounts presented by representative companies are brought together in con- 
venient form for reference. For this reason among others the monograph is 
worthy of notice. It well repays a careful reading. 

Hucu J. Byrne. 





Accounting Questions 


[The questions and answers which appear in this section of THE JoURNAL OF 
ACCOUNTANCY have been received from the bureau of information conducted 
by the American Institute of Accountants. The questions have been asked 
and answered by practising accountants and are published here for general in- 
formation. The executive committee of the American Institute of Account- 
ants, in authorizing the publication of this matter, distinctly disclaims any 
responsibility for the views expressed. The answers given by those who reply 
are purely personal opinions. They are not in any sense an expression of the 
Institute nor of any committee of the Institute, but they are of value because 
they indicate the opinions held by competent members of the profession. The 
fact that many differences of opinion are expressed indicates the personal nature 
of the answers. The questions and answers selected for publication are those 
believed to be of general interest.—EpiITor.]} 


INSTALMENT SALES OF REAL ESTATE 


Question: A real estate company sells lots on the instalment plan, with a 
cash payment of from 10% to 25% of the sale price. All lots on which 25% 
of the purchase price was received are included in the completed sales amount, 
together with several others on which less than 25% was received. 

How should the amount or account of “unrealized gain on sales” be set up 
on the balance-sheet? Would it be good practice to add this amount to the 
surplus account? 


Answer: We would advise that in our experience many of these instalment 
contracts fall through, and it is usual to carry the unrealized gain on sales as a 
reserve on the liability side of the balance-sheet, or, more rarely, it is deducted 
from the amounts receivable under contracts. It is not good practice to add the 
amount to surplus account. An income-tax inspector, who happened to be 
engaged on work on a real-estate company’s books at the time the inquiry was 
received, stated that with few exceptions in his experience this item was invari- 
ably carried as a reserve. 


Answer: It would seem that by setting up such an account the company had 
definitely chosen not to regard the excess of the sale price over the cost as 
income until collected in cash, and therefore the gain should not be treated as 
surplus in advance of realization. The company could properly treat the excess 
as having been earned at the time of making the sale if it chose to do so, even 
though it were to report its taxable income on a realization basis, but having 
taken the conservative view that the profits are not earned until collected it 
should be consistent and regard the “unrealized gain on sales’’ as a reserve. 


ROADS AND BRIDGES IN GOVERNMENT ACCOUNTING 


Question: I would be obliged if you would inform me what is considered the 
best accounting practice with respect to the ownership of roads and bridges and 
similar assets by cities and counties. Should these items be carried as assets or 
should they be charged off at the end of each accounting period? 
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Answer: Roads and bridges owned by cities or counties are not assets in 
the accounting sense. They are, of course, assets in an economic sense. 
Stated another way—a value of a road or a bridge expressed in dollars, whether 
that value be based on cost, cost less depreciation or an appraisal, means little 
or nothing as a factor in determining the financial condition of a city or county 
at a given date. The value of such properties can be measured only from the 
standpoint of capacity for service. For these reasons accounts for roads and 
bridges should not be carried in that group of accounts from which the statement 
of financial condition or balance-sheet is drawn. 

An entirely separate group of accounts should be kept to show the cost of 
construction of each road and each bridge. The purpose of these accounts is to 
show the progress of expenditure during construction and the completed cost, 
as a basis of considering many questions such as the relative economy or extrav- 
agance of construction, the advisability of extensions, etc. These accounts are 
also essential in budget making. Since they have no relation to surplus their 
balances are never charged off; instead they are kept open until the construc- 
tion is completed and are then simply ruled off. 

The principles above stated apply to all government-owned property with 
the exception of self-supporting public utilities, such as water works, gas or 
electric plants or railways. 

The question which has been raised relates to some of the most important 
principles of government accounting. It is therefore very difficult to submit an 
adequate answer in a brief statement. It is well for you to know that some 
accountants are diametrically opposed to the opinions which I have expressed. 


Answer: Roads, bridges and similar assets should be paid for out of the 
special funds which are provided for the construction of these particular im- 
provements. They should be charged, after the construction has been paid 
for, to appropriate accounts, and credits should be made to “ property account 


surplus.” , 
AUDIT OF GENERAL INSURANCE AGENCY 


Question: What special problems are encountered in auditing the accounts 
of a general insurance agency? By this I mean an agency writing all kinds of 
insurance and distributing this among a number of companies. I would like 
to know the principal things to be investigated in making such an audit. 

Answer: Certain special items encountered in the audit of a general insur- 
ance agency are as follows: 

1. The conditions of brokers’ balances in the brokerage ledger: These 
items should be current in nature, otherwise investigation should be made to 
determine whether or not the agency is advancing the premiums for the brokers. 
If such advances are being made, the auditor should make provision for possible 
losses due to non-payment by the broker. 

2. The condition of agents’ balances: A sufficient number of agents’ ac- 
counts should be compared with the monthly accounts rendered by the agents 
to determine the accuracy of these accounts. Differences of long standing and 
of relatively large amounts should be studied. 

Most agencies bond their agents, as they are liable for any misappropriations 
by their agents. The bonding company requires documentary evidence to 
show that the money has actually been paid by policy holders to the agents. 
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Hence, the auditor should scan all agents’ balances for their age and should 
determine the extent to which the agency is protected in those cases where the 
balances are old. A reserve should be provided for probable losses based upon 
the analysis of these accounts. 

If the agency has established branch offices, it is important that these ac- 
counts be audited to determine the condition of the funds invested in branches. 

In order to stimulate their agents, many agencies grant contingent contracts 
which provide an additional commission on the net profit arising from the 
business written by them during their contract year. While no actual liability 
accrues to the agent until the termination of the contract year, nevertheless the 
auditor should make provision for the additional commission if a study of avail- 
able statistics indicates the probability of such a liability. 

3. Reserve for agents’ commission: Since the agency records some business 
on its books before the agents’ commission is deducted by the agent in his ac- 
counts current, the agency must set up a liability for the agents’ commission. 
Some agencies estimate this reserve by calculating the average percentage of 
commissions paid on business written during the period under review and 
deduct the amount taken by their agents in their accounts. Other agencies 
have comptometer operators determine the premiums on which the commis- 
sion has not been paid. Proper percentages are applied to these sums to com- 
pute the reserve for agents’ commissions. In either event, the auditor should 
check the calculation in order to satisfy himself that the reserve is sufficient. 

4. Company balances: These balances represent the portion of premiums 
payable to the insurance companies after deduction for all commissions and 
expenses chargeable to them. These balances should be confirmed by direct 
communication with the companies. Inasmuch as the companies carefully 
audit these accounts for amounts of premium, commission deductions, etc., this 
confirmation provides a very satisfactory check for the auditor of an insurance 
agency. 

5. Agency contracts and company contracts: Practically every transaction 
in the insurance business can be traced to a carefully written contract. The 
auditor should examine in detail the contracts with several companies and sev- 
eral important agents to see that the contracts are followed in the accounts. 
Insurance companies often grant contingent contracts to their large agencies 
just as the agencies grant such contracts to their agents. Effect should be given 
to these contracts by the auditor. 

Answer: The scope of the audit will, of course, depend on thé purpose, and 
whether it is for the company, for an outsider, or for the agent himself. It is 
perhaps needless to point out that care must be taken to separate the accounts 
of the different companies if there be more than one, and the accounts of different 
kinds of insurance. The auditor should see the contracts with each company 
showing the rate of commission allowed, distinguishing, in the case of life, first 
premiums from renewals. He should also see if any sub-contracts exist, where- 
by commission is to be allowed to others for placing business on account of the 
agency. 

All statements received from the companies and copies of statements ren- 
dered to companies should be carefully scrutinized and compared with the books. 
Life insurance companies furnish the policies and charge the agent with the 
premiums, crediting him, of course, with returned policies not taken. The same 
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practice usually applies to renewal receipts and also to receipts for loan inter- 
est, when loans exist on the policy. In checking the life account, the policies 
not yet taken and receipts in the hands of the agent should be examined to see 
that all policies or receipts delivered are accounted for in cash. 

In the case of fire, accident, burglary, indemnity, etc., policies are usually 
written by the agent and he reports to the companies. In these cases the policy 
blanks, numbered consecutively, are furnished by thecompany. The remaining 
blanks unused should becompared with the record of blanks used to see that every- 
thing is in order. The numbers that should be on hand, as well as the general 
status of the account, may be confirmed by correspondence with the company. 

Premiums returned upon cancellation involve return of commission by the 
agent to the company. 

In the case of life business, there is usually an equity in the commuted value of 
renewals and sometimes an agent will obtain advances on the strength of this, 
but there is no fixed rule and the practice of companies varies. Renewal equity 
would belong to the estate in the case of an agent’s death, and possibly could be 
transferred if the agent sold his business to another, but that, of course, would be 
subject to the consent of the company. 

We have not touched upon features common to audits in general. 


BAD DEBT LOSSES OF FINANCE COMPANIES 


Question: We should like to obtain data relative to proper reserve for bad 
debt losses in the case of a salary and collateral loans finance company. 

Loans are divided about equally between salary and collateral, the former 
being covered by two endorsers. The care with which loans are made is, of 
course, an important factor in determining bad debt losses but we believe that 
you could probably furnish us with some information as to the provision which 
should be made for such loans based on the total loans made each month, from 
the experience of similar companies which have been in successful operation for 
a number of years. 


Answer: Obviously different finance companies will have different experi- 
ences regarding their losses in direct relation to the care of the credit depart- 
ments in makingloans. Another point that hasa very distinct bearing on losses 
is the efficiency of the collection department. The operation, therefore, of these 
two departments is a very important factor in the percentage of losses that will 
be sustained. Accordingly, the experience within the company is the best 
criterion. 

Attempting to answer the question in generalities, one might say that reserves 
of about 1/10 of 1% on three-name salary paper should normally be sufficient 
and possibly a slightly lower percentage on collateral loan paper. Assuming 
that this is a new company, it might be advisable that the estimated percentage 
be higher than the normal. 


Answer: There is no standard relationship between bad debts and accounts 
receivable. Therefore, there can be no formula for setting up a “ proper reserve 
for bad debt losses.’ Each company must determine its proper reserve based 
upon its own experience. Your correspondent must, of course, recognize 
that the experience of one company is not necessarily the experience of another 
company in the matter of bad debts. 
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